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PREFACE 

There is nothing mysterious or difficult about for- 
eign exchange when it is studied in the light of domes- 
tic exchange, which is easily imderstood, and in this 
volume I have endeavored to explain the essential 
principles of both domestic and foreign exchange in 
simple language, and with suitable illustrations. In 
this volume practically every form of exchange has 
been dealt with, and it is hoped that it will prove use- 
ful to the exporter and importer, as well as to busi- 
ness men in general, who are interested in the general 
aspects of the subject. 

The tables dealing with gold values are all original 
calculations, based on data obtained from the various 
Mints, while for some of the silver values I am in- 
debted to Mr. Gonzales' excellent little book *'Mod- 
em Foreign Exchange," and for general matter to 
my own book, "Notes on Foreign Exchange." 

I have also to acknowledge my indebtedness to Mr. 
Major B, Foster for valuable assistance in writing the 
two chapters on Domestic Exchange, particularly the 
second chapter dealing with the exchange situation in 
the United States. 

E. L. Stewaet Patteeson. 
Sherbrooke, Que., 
February, 1917. 
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DOMESTIC AND : EOREIjGN 

EXCHANGE 

CHAPTER I 

DOMESTIC EXCHANGE 

1. Definition of domestic and foreign exchange. — 
Domestic exchange is simply the term applied to the 
various methods of making payments between busi- 
ness men in different communities located within the 
same country. Foreign exchange refers to all pay- 
ments made by the business men of one country to 
those of another country. An example of domestic 
exchange is furnished when Jones of Denver pays a 
debt to Smith in Toledo or to Swann in Tampa. 
Foreign exchange is involved when he remits to 
McDonald in Montreal or to Lubin in Paris. . 

2. Payments between Denver and Tampa. — Sup- 
pose Jones in Denver buys $1,000 worth of grape 
fruit from Swann in Tampa. He may make pay- 
ment in any one of various ways. He may send bills 
in a registered letter, gold or currency by express, an 
express money order, a postal money order, a check 
on his own bank in Denver or elsewhere or a draft 
drawn by his own bank on some other bank. To send 
cash by registered letter or express or to send a money 
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2 DOMESTIC AND FOREIGN EXCHANGE 

order is too expensive and has other disadvantages. 

Swann would be perfectly satisfied with a check or 
bank draft; on hii^/t^^ bank or any bank in Tampa. 
How is Jones .tQ g^% siich an instrument ? He has no 
banking dd6i(^etioi)$ in FJori^ neither has his Den- 
ver bank. There are over twenty-seven thousand 
banking institutions in the United States. It is not 
reasonable to expect any one bank to maintain rela- 
tions with all of them or even with one in each city. 
In nearly all cases it is impossible for a debtor to 
remit a draft or check on a bank in the creditor's 
city. 

8. Check on debtor's hank. — ^Jones may simply 
draw a check on his Denver bank and mail that to 
Swann. This is convenient for Jones, but how about 
Swann? He gets a right to receive $1,000 in Denver. 
He wants it in Tampa, not in Denver. He must now 
undergo all the trouble and expense and delay of col- 
lecting it. This can be shifted to the Tampa banker 
by depositing the check, but the bank makes a charge 
for this service. The amount of commission, or "ex- 
change," charged in such a case depends upon the size 
of the check and the trouble involved in collecting it. 
If Swann is a very important customer of the bank, 
he may receive full credit for the check deposited, the 
bank assuming the entire burden of collection. 

A debtor imposes an unreasonable burden upon his 
creditor or his creditor's bank whenever he remits a 
check on his own local bank. When Jones buys grape 
fruit he has a definite understanding that the price 
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quoted is either for "f.o.b. Tampa" or for delivery in 
Denver. There should be just such an understanding 
with regard to the payment. A buyer is often re- 
quested to add a certain amount to the price quoted if 
he wishes to remit by check on his own bank. 

The Modem Business Text on "Banking'* ex- 
plained how slowly out-of-town checks are collected by 
banks in the United States. Naturally, the depositor 
cannot expect to get the use of his funds imtil they 
have been collected by the bank. The delay involved, 
coupled with the high collection charge, often causes a 
discrilnination to be made against remittances in the 
form of local checks. This discrimination may be- 
come so great as to render the use of such checks pro- 
hibitive. When this is true, the debtor is forced to 
apply to his bank for a draft which will be acceptable 
in the city where the amount is to be paid. 

Plainly, it would be impossible for each bank to 
keep balances in every other city in the country. It 
would be highly desirable for every bank in the coun- 
try to be able to sell drafts on some one city. To do 
this they would be compelled either to keep funds on 
deposit with some bank in the central city or to keep 
balances with another bank that did. In either case, 
each of the two banks maintaining this relationship is 
called the "correspondent" of the other. If all the 
banks are attempting to maintain balances in some 
central city, it is evident that they will always be will- 
ing to accept on deposit drafts or checks drawn against 
the banks of that city; for they can send in these 



4 DOMESTIC AND FOREIGN EXCHANGE 

drafts and checks and deposit them with their corre- 
spondents for credit, thus building up their balances. 

4. Check or draft on New York bank, — ^New York 
is the city on which drafts are drawn for making pay- 
ments between diflFerent commimities in the United 
States. It was not necessary that the banks of the 
country should get together and arbitrarily decide to 
make New York a central city ; it was not a matter of 
chance. New York is naturally the commercial as 
well as the financial center of the country. Merchants 
in every community are constantly buying goods from 
New York to an extent that is greater than th^ piu*- 
chases from any other city. More payments are made 
to New York than to any other city. Consequently, 
New York is the principal city upon which all the 
banks of the country should be prepared to sell drafts. 

Not only are payments to New York made in New 
York exchange, but payments between different cities 
thruout the country are made in the same way. Den- 
ver remits to Tampa by using a draft on some New 
York bank. The Tampa bank is willing to accept the 
draft because it knows that it will have a call for New 
York exchange. The draft is forwarded to New 
York for credit against ^hich the Tampa bank can 
draw. 

5. Demand for New York exchange in Denver. — 
New York exchange may be looked upon as a com- 
modity which is bought and sold like wheat or corn. 
It is really the right to money in New York. It has 
a value which fluctuates from time to time just as the 
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value of wheat does. To understand these changes in 
value it is necessary only to examine the conditions 
affecting the demand for and supply of the exchange. 

Using Denver still, for example, what Is it that 
gives rise to a demand for New York exchange in 
Denver? In other words, what causes business men 
in Denver to want a right to money in New York? 
The answer is simple. Whenever a business man there 
buys goods from New York, he needs New York 
funds for making payment. Likewise, whenever he 
^uys goods from any city in the United States he is 
more than likely to remit in New York exchange, be- 
cause he finds that to be most acceptable. Of course, 
the man in Denver does not carry an account with any 
New York bank. He gets his Denver bank to give 
him a draft on some New York bank in exchange for 
his check. 

When it is taken into account that New York 
checks and drafts are being used in this way every 
day for the cancelation of debts in all parts of the 
United States, it will be readily understood why New 
York exchange is deservedly called "the business 
man's money." 

6. Supply of New York exchange in Denver. — We 
may now inquire into the way Denver banks get their 
power to sell drafts on New York banks. How do 
they establish balances in New York against which to 
sell exchange? Their balances are established and 
maintained in three ways. First, whenever a Denver 
business man sells goods to someone in New York, or 



6 DOMESTIC AND FOREIGN EXCHANGE 

in any other city in the United States for that matter, 
he is most likely to receive a draft on New York in 
payment. This draft he deposits with his local bank. 
His bank sends it to its correspondent in New York 
and thus builds up its balance there. Denver's sup- 
ply of New York exchange, or right to nioney in New 
York, is built up then when Denver sells goods to 
other cities and receives New York drafts in payment. 
The second way is to ship cash to New York. The 
third is to borrow there and leave the proceeds on de- 
posit. Of course, cash or drafts must be sent finally 
to extinguish the debt. 

It is not necessary for the Denver bank to carry a 
balance in New York in order that it may sell New 
York exchange. It may maintain a deposit with 
some other bank, say in Chicago, or in St. Louis, which 
does keep a New York balance. In such a case it 
uses blank New York drafts furnished by its Chicago 
correspondent. 

7. An illustration. — We will suppose that the 
Rocky Mountain Bank of Denver has on deposit $50,- 
000 with the First National of Chicago. Now sup- 
pose that a Denver house has sold ore in Baltimore 
and has received in payment a draft for $10,000 on 
the Corn Exchange Bank of New York. The Den- 
ver house will deposit the draft in the Rocky Moun- 
tain Bank, which wiU send it to its Chicago corre- 
spondent, thereby increasing its balance to $60,000. 
The Chicago bank will send the draft to its corre- 
spondent in New York, say the National City Bank, 
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and so increase its balance by $10,000. The National 
City sends the draft thru the Clearing House and it 
is finally canceled at the Com Exchange. The Com 
Exchange debits the account of the Baltimore bank 
which originally drew the draft. 

By an agreement with the First National Bank of 
Chicago, the Rocky Mountain Bank is able to sell 
drafts on the National City Bank of New York, us- 
ing for the purpose blank drafts furnished by the First 
National. Jones comes in to get a $1,000 draft to 
pay Swann for his grape fruit. He draws his check 
for the amoimt, turns it over to the bank, receives a 
draft and sends it to Swann. Swann deposits it with 
his Tampa bank, which sends it to its correspondent 
in New York. If the correspondent is not the Na- 
tional City Bank, it sends the check thru the Clearing 
House to the National City, which debits the First 
National of Chicago. The First National, in tmn, 
debits the Rocky Mountain and the matter is closed. 

Thus the Denver bank, and every other bank in the 
United States, has a constant demand for New York 
exchange and a constant supply of it. 

8. Currency shipments. — ^While in the long run the 
business men of Denver buy from other cities about as 
mudi as they sell to them, it would be a rare coinci- 
dence if the amounts should be exactly equal. Dur- 
ing April, May and Jime almost any western city is 
likely to be buying more than it is selling. Moreover, 
the demand for circulation is low at that time in 
the West. Consequently, funds are freed for tem- 
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porary investment in the East. Most of the surplus 
funds are sent to New York and Chicago to be loaned 
at call. Whether funds are sent away to pay for 
goods or to invest, there is a demand for New York 
exchange. At such a time western banks may sell 
drafts imtil their New York balances are exhausted. 
They must then ship currency to New York if they 
wish to maintain their balances so as to be able to con- 
tinue selling drafts. 

From July to October the tables are turned. West- 
erners are selling the rest of the country more than 
they are buying. Banks in the West have more New 
York drafts offered to them than they are called upon 
to sell. Consequently, they pile up balances in New 
York. At the same time, they have rather heavy de- 
mands from depositors for cash to satisfy the needs 
for circulation. They may, accordingly, call upon 
New York to send them cash. There is no reason for 
leaving surplus funds in New York unless they can 
be loaned there at higher rates than they will com- 
mand in the West. The usual practice in the autumn 
months is to call for cash. 

Any particular bank, therefore, sometimes has oc- 
casion to purchase more New York exchange than it 
needs to sell, or it has a demand for more than it buys 
or receives on deposit from its customers. Unless 
the country bank wishes to shift its balance from 
a New York bank to some other bank, it will be 
necessary to make a shipment of currency when its 
balance piles up. When its balance is large enough, 
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it will accept deposits of drafts on New York only 
with the intention of shipping back cash. When its 
New York balance is depleted, it will sell drafts with 
the knowledge that it must ship currency to New York 
to cover the amount. 

9. Cost of New York exchange. — The shipment of 
currency involves expense, and it is not likely that a 
bank will accept superfluous New York exchange un- 
less it receives a fee which will cover the cost of collect- 
ing the draft in cash. Neither will it sell exchange 
when its New York balance is depleted and when the 
sale means that currency must be shipped, unless it 
receives a fee large enough to cover the cost of ship- 
ment. This cost depends upon three items: first, 
the express charge; second, insurance; and third, the 
loss of interest. The charge for transportation is 
usually combined with the charge for insurance by the 
express company, The moment the New York bank 
delivers the cash to the express company for shipment 
to the country bank upon its order, it ceases to pay 
interest on that sum. On the other hand, the country 
bank can not loan against currency in transit to New 
York. The country bank loses interest and pays all 
charges on shipments both ways. 

The cost of shipping gold between New York and 
some of the other centers is about as follows : 

Chicago $0.50 per thousand dollars 

St. Louis 0.60 per thousand dollars 

New Orleans 0.76 per thousand dollars 

San Francisco 1.50 per thousand dollars 
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Assuming the cost of shipment between Denver and 
New York to be one dollar per $1,000, a Denver bank 
must receive at least $1,001 for a $1,000 draft, when 
the sale of that draft necessitates a shipment of gold to 
New York. On the other hand, it will pay not over 
$999 for a $1,000 draft when the purchase means that 
a superfluous balance will be built up in New York 
and that the draft must be collected by a shipment of 
gold from New York. On small amounts the fee may 
be more than one dollar each way ; but the cost of New 
York exchange in Denver cannot vary far from within 
the limits of $999 and $1,001 because of competition 
between the banks. As soon as it goes beyond these 
limits, a profit can be made by shipping gold one way 
or the other, and it is almost certain that some bank 
will take advantage of the situation. If one bank 
lowers the exchange charge, others must follow suit 
or lose their customers, with some loss of good-will at 
the same time. 

Banks do not hold off from making exchange 
charges until the sale or purchase of further drafts 
means an actual shipment of gold to or from New 
York. As soon as the demand for exchange begins to 
exceed the supply, i.e., as soon as a tendency to ship 
gold to New York appears, the exchange charge or 
price of exchange is raised. How far the price will 
rise depends upon the seriousness of the situation as 
viewed by the various banks. If one banker thinks 
the increase in demand is only temporary and that 
actual shipment will not be necessary, he will raise the 
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price only to a slight extent. Other hanks must ofiFer 
exchange at as low a price as he does, or they will lose 
business. The same principles apply when supply is 
outrunning demand. The price is then dropped be- 
low par, the exact amount of the drop being regulated 
by competition between the banks. As was shown 
above, the price or rate of exchange can in no case 
drop far below $999 or go far above $1,001. 

It should be borne in mind that the ordinary quoted 
rates of exchange apply only to large amounts. The 
individual who goes to a bank with a small draft to sell 
may get a price below par when the quoted rate is par 
or even above. As a matter of fact, many banks al- 
ways buy and sell exchange at par when dealing with 
their regular customers, especially their most impor- 
tant customers, unless the amount involved in a single 
transaction is large. The rate paid by an individual 
on a small draft may have little or no relation to the 
current movement of exchange. 

It is the large concerns and the banks which buy 
and sell exchange at the quoted rates. They deal in 
large sums. A bank in Chicago may exhaust its bal- 
ance in New York. If it is to sell more drafts it must 
build up its deposit. This is usually done in one of 
three ways : by shipping gold to New York ; borrow- 
ing .in New York and leaving the proceeds on deposit ; 
or buying exchange from some other bank. The last 
method is generally preferred so long as exchange can 
be bought under $1,000.50 (fifty cents being the ship- 
ping cost). It is impossible sometimes to buy at as 
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low a rate as $999.50. In Chicago and other impor- 
tant inland cities there are men, called exchange 
brokers, who do nothing but buy and sell New York 
exchange for the banks. 

10. Settlements thru the sub-treasuries. — The cost 
of shipping currency from one city to the other is fre- 
quently saved to the banks by the Federal treasury. 
For a good many years payments between the treas- 
ury at Washington and the sub-treasuries in the vari- 
ous large cities were all made by cash shipments. It 
happened very frequently that, at the same time the 
treasury was forwarding considerable sums of cash 
between two cities, the banks would be shipping cur- 
rency in the opposite direction. Early in the seven- 
ties an ingenious cashier in New Orleans suggested to 
Secretary of the Treasury McCuUough that a saving 
both to the government and to the banks might be ef- 
fected if the banks, when they wished to transmit 
money to a city in which a sub-treasury was located, 
would ascertain whether the government at the same 
time did not wish to send money in the opposite direc- 
tion. If this proved to be the case, it would be profit- 
able to the banks and to the government to allow the 
banks to deposit the money in the Treasury and receive 
an order upon the Treasury in the other city. The 
Treasury office in the first city would receive the cur- 
rency it required from the depositing bank, and the 
bank in the other city would receive the currency from 
the Treasury instead of from its correspondent and all 
cost of transporting money would be eliminated. 
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11. Equilibrium of demand and supply. — The pre- 
mium or discomit on domestic exchange is published 
in the principal dailies and is useful to the business 
man as indicating the volume and direction of trade 
at any particular time. An imusually high or an im- 
usually prolonged premium on New York exchange 
will indicate that the purchases of local merchants 
have been unusually heavy in that year, if there are 
no extraordinary transactions to aflFect the price of 
exchange. 

Why does it not happen that under certain circum- 
stances a community may buy more goods than it sells 
during any particular period and thus be forced -to 
part with all its currency in settling the balance? 
Since each trader is simply looking out for his own 
private profit and does not concern himself with the 
question of the amount of currency, there seems to be 
no reason why a community might not be drained of 
its currency. This brings up the question of the 
balance of trade, the principles of which are the same 
whether the exchange of goods is between two separate 
nations or between two localities within the same na- 
tion. 

Suppose for any reason that there should be an 
unusually heavy purchasing of goods by the mer- 
chants of a western state in any particular year. The 
merchants would buy from the banks New York 
exchange with which to pay their bills. The banks, 
after having exhausted their credits in New York, 
would be obliged to ship currency in order to 



14 DOMESTIC AND FOREIGN EXCHANGE 

• 

cover the drafts on New York sold to the mer- 
chants. 

Despite this possibility, there is never any danger 
that a community will be stripped of its money or 
cash as a result of its purchases of goods from other 
conmiimities. No matter how freely Chicago and the 
country tributary to it may piu*chase goods from the 
East, those purchases can never make any serious 
drain upon the cash supply of Chicago. No matter 
how extravagant the people of the West may be, their 
purchases of eastern goods can never be greatly in ex- 
cess of their sales to eastern customers. Should the 
people of Chicago for extraordinary reasons at any 
time increase their piu-chases from New York and 
other eastern cities, the first effect in Chicago would 
be an increase in the demand for New York exchange 
and in bank shipments of currency from Chicago to 
New York. The loss of currency from Chicago, since 
it would reduce the lending power of Chicago banks, 
would tend to cause a rise in the rate of interest and a 
rise in the value of money. The prices of certain com- 
modities would begin to decline ; not of all commodi- 
ties, but of those which are subject to speculation, 
such as stocks, wheat, com and pork. Most of the 
speculators in these articles are borrowers, and the in- 
terest they pay is an important item in the expenses of 
their business, so that when the interest rate rises they 
are obliged to contract their operations. Chicago 
would thus become a good place to lend in and also a 
good place in which to buy stocks and bonds, wheat 
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and other speculative commodities. In other words, 
the value of money would rise in Chicago, and people 
in other parts of the coimtry would increase their 
purchases in Chicago markets, remitting New York 
exchange in payment, and the price of goods would 
fall. The reader must not suppose that these changes 
in price or in the rate of interest need be so great as 
to attract general attention. Nevertheless, it cannot 
be doubted that such chants do take place, and that 
as a result the sales of Chicago to other parts of the 
coimtry are so adjusted that in the long run they 
furnish a supply of New York exchange equal to the 
demand. 

Thus, it happens thruout the country that in the 
course of a year the debts of every community are/ 
always practically balanced by its credits on accoimt 
of sales, so that large shipments of currency are never 
necessary. Indeed, if our monetary and banking sys- 
terns were perfect, shipments of currency from one 
part of the country to another would seldom occur as a 
necessary result of trade transactions. Money or 
currency would be shipped to a community only as a 
result of increasing need for it as a local medium of 
exchange or as a basis for the expansion of bank cred- 
its. In Canada, for example, on account of the elas- 
ticity of its bank-note circulation, seasonal variations 
in the demand for currency are easily provided for by 
the chartered banks and their branches. 

12. Exchange viewed as a commodity. — The easiest 
way to understand exchange, whether domestic or for- 
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eign, is to look upon it as a commodity. Instead of 
thinking of the rate of exchange, think of the price of 
it. Remember that exchange on New York or on 
London means the right to money there. To ask, 
^ What is the rate of New York exchange in Chicago ? 
is the same as to ask. How much must one pay in Chi- 
cago for the right to $1,000 in New York? 

The rate or price of exchange, like the priqe of any 
commodity, is determined by the interaction of the 
demand for and the supply of exchange. To under- 
stand changes in the rate, it is necessary to understand 
the forces of demand and supply. \ Demand for New 
York exchange in Chicago originatefe*whenever a busi- 
ness man in Chicago or its tributary communities buys 
goods elsewhere and seeks to remit by a draft on New 
York. Supply originates when a business man in one 
community sells goods elsewhere and receives New 
York drafts in payment. The demand, then, varies 
roughly with the purchases of goods in other com- 
munities ; the supply, with the sales of goods to other 
commimities. The rate or price of exchange tends 
to rise when the demand outruns the supply, and to 
fall when the supply outruns the demand. There 
are certain limits to the extreme fluctuations in the , 
rate. It can not go higher than par by an amount V 
greater than the cost of shipping gold ^o New Yo/k^/ 
nor lower than par by an amoimt greater than the 
cost of shipping gold from New York. The upper 
and lower points may be called the gold shipment 
points, that is, the points where a wider swing in the 
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rate of exchange makes gold shipment profitable. 
Viewed in this way, as a commodity, exchange is 
extremely simple. The same principles apply in 
foreign exchange, with a few complications due to the 
fact that payments are made across national bound- 
ary lines. In foreign payments, only gold can be used 
for settling balances. A simple problem in arithmetic 
arises because of the fact that the coinage units of 
different nations sometimes vary from one another in 
the amounts of pure gold which they contain. Then, 
certain arbitrary measiu*es are employed often to in- 
fluence international movements of gold. These are 
seldom resorted to in domestic exchange. They have 
been discussed in The Modem Business Text on 
"Banking.'* 

REVIEW 

In what ways may payment be made for goods sold by a mer- 
chant in one city to a consumer in another ? Why would payment 
by local check be a burden to the merchant? WTiat would be the 
best method of payment? 

VThy is New York exchange considered a commodity, just like 
any other commodity which may be bought or sold? 

Show by an illustration the course of a draft. 

Upon what three items does the cost of shipping gold depend ? 
Explain how the price of exchange is arranged. Why may the 
rate paid by an individual on a small draft bear little relation 
to the current movement of exchange? 

What prevents a community from being stripped of its supply 
of money as a result of excess purchases ? 
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CHAPTER II 

FEDERAL RESERVE BANK CLEARINGS 

1. Collection of country checks. — The methods by 
which banks in the United States collect out of town 
checks, that is, checks on banks in different commu- 
nities, is mentioned in the preceding chapter and in 
the Modern Business Text on "Banking." Few 
people realize the deplorable waste in time, money, and 
labor which exists under our collection system. 

The writer knows of a typical example of what 
may happen. A young man drew a check on a bank 
in Newport, Tennessee, and deposited it with a bank 
in Ithaca, New York, asking the banker to notify 
him as soon as the funds became available, inasmuch 
as he was going to need some money within a few 
days. After about ten days of waiting with no re- 
port, he went to the bank to make inquiry. Nothing 
had been heard of the check. He could wait no 
longer, and wired for funds. Several days later, 
when he had almost forgotten the entire mattej, he 
was asked to come down to the bank and talk over 
his draft. By tracing indorsements on the back 
of it, he found that it had been sent to Albany, from 
there to New York, thence to Nashville, then to 
Knoxville, and finally to the drawee bank in New- 
port. The Newport bank discovered that the draft 

18 
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had been filled out incorreetly in the first place and 
that it could not be paid. Word was sent back 
around the circuit, all the bookkeeping entries were 
corrected, and the draft was finally returned to the 
Ithaca bank. Approximately five weeks elapsed in 
the meantime. Not over forty-eight hours is required 
for a letter to reach Newport from Ithaca. This 
is not an extreme case. 

Because of the time, trouble and expense involved 
in collecting out of town checks, the use of checks on 
banks in one city for payments to creditors located in 
another city at a distance is looked upon with disfavor. 
The creditor who receives the check must either bear 
the cost of collection or load it on his bank, if he is 
able to do that. 

Much of this difliculty could be eliminated if the 
United States had a branch banking system instead of 
the present system, which is composed of some 27,000 
small, independent banks. If there were a hundred 
banks with fifteen thousand branches, the matter 
would be greatly simplified. Many checks would be 
redeposited in another branch of the drawee bank and 
no collection problem would be involved. Checks on 
different banks could be put thru centrally located 
clearing houses, as they are in Canada. 

2. Federal Reserve system. — The United States 
does not have a system of branch banks. Their Fed- 
eral Reserve system, however, is to a limited extent 
comparable to a branch system. There are twelve re- 
gional banks operating under the general supervision 
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and control of the Federal Reserve Board at Wash- 
ington. Each of the reserve banks may be expected 
to establish branches in time. 

Early in 1915, the Reserve Board announced a new 
plan for collecting checks within the various Federal 
Reserve districts. In a ruling, dated May 1, 1916, 
the original scheme was made much more compre- 
hensive, and the extended system was put into actual 
operation on July 15, of that year. 

8. Federal Reserve clearing. — The Federal Re- 
serve Act of 1913 empowers the Reserve Board to re- 
quire each Federal Reserve bank to "exercise the func- 
tion of a clearing house for its member banks." 
Under this authority the Board requires each of the 
twelve reserve banks to receive at par from its mem- 
ber banks, checks drawn on all member banks whether 
in its own district or other districts, and also checks 
drawn on such nonmember banks as agree to remit 
for their checks at par. Each reserve bank must also 
receive from other reserve banks, checks on all of its 
own member banks and upon nonmember banks in 
its district whose checks it can collect at par. 

Banks have been accustomed to make a charge for 
remiitting cash in payment of checks drawn against 
them and presented thru the mails. The excuse for 
the charge is the cost and trouble of shipping cur- 
rency. Country banks, particularly, make a consid- 
erable revenue out of exchange charges. This is to 
some of them what the farmer calls his "cash crop/* 
It furnishes ready money in the business. 
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Member banks are not required to send in checks 
for clearing; they are permitted and encouraged to 
do so. They are required, however, to remit at par 
for any checks against them which the reserve bank 
may* present thru the mails or otherwise. They bear 
none of the expense imless they send in checks to be 
cleared ; when they do send in checks they are charged 
pro rata by the reserve bank according to the number 
of items (not the amounts) presented by them for 
clearing. The cost for the first three months ran from 
one to two cents per item. 

Nonmember banks are not permitted to clear. 
Checks against them are received at par and cleared 
only so long as they remit at par. They are almost 
compelled to remit at par when member banks are 
doing this, because of the loss of prestige suffered if 
their checks are not worth as much in other cities as 
are the checks of competitive member banks. Par 
lists of member banks and nonmember banks, on 
which items are received, are published from time to 
time. 

4. When proceeds are available. — Checks are cred- 
ited at par immediately upon receipt, subject to final 
payment. The funds are not available for with- 
drawal or to be counted as a part of the minimum 
reserves with the reserve bank, however, until actu- 
ally paid or until sufficient time for payment has 
elapsed. A schedule is published by each reserve 
bank showing the number of days required for collect- 
ing on various points in the country. For example. 



82 DOMESTIC AND FOREIGN EXCHANGE 

the Federal Reserve Bank of Chicago issues a schedule 
containing four divisions : 

1. Points on which checks are available at once. 
~S. Points on which checks are available in two days. 
S. Points on which checks are available in four days. 
4. Points on which checks are available in eight days. 

A member is forbidden to allow its reserve on de- 
posit with the reserve bank to fall below the legal 
limit, under penalty of a fine equal to two per cent 
above the ninety day discount rate at the reserve bank. 

It is proposed that all checks and drafts received 
shall be forwarded for collection as rapidly as pos- 
sible. The saving from this direct routing should be 
considerable. 

5. Member banks maintain balances. — There are 
four ways by which a member bank, say in Chicago, 
can build up its balance at the reserve bank. 

A nonmember bank cannot remit for checks drawn 
on it except by sending cash. The cost of shipping 
cash is borne by the reserve bank. 

1. Deposit Chicago exchange. 

2. Deposit out of town items. 

8. Ship currency to the reserve bank, at the expense of 

the reserve b&nk. 
4. Rediscount, leaving proceeds on deposit for exchange 

purposes. 

The clearing plan places nonmember banks at a 
decided disadvantage as compared to member banks. 
They are practically compelled to remit at par when 
called upon to do so, because of competition from 
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member banks. This deprives them of the income 
which they formerly received thru the practice of 
making a deduction when remitting. At the same 
time they do not have access to the inexpensive re- 
serve clearing machinery. They can not send in items 
to be cleared. Moreover, they can not maintain bal- 
ances with the reserve banks for exchange purposes, 
as can member banks. They are not permitted to 
keep any deposit with reserve banks or to rediscount, 
but must remit cash for each batch of checks presented 
for payment. 

6. Indorsement and presentation of items. — Mem- 
bers' banks are instructed to indorse without restric- 
tion all items forwarded to the reserve banks for clear- 
ing. This makes the member banks liable on all items 
cleared. The reserve banks merely act as agents of 
the banks and do not assume any liability other than 
ordinary care and promptness in presenting items for 
collection. 

Checks on member banks within the district are 
forwarded directly to them. Checks on nonmember 
banks are forwarded thru collection agents, pre- 
sumably member banks. Checks on banks in another 
district may be sent to the reserve bank of that 
district. 

Under the old clearing system, doubt was raised 
from time to time as to the legality of presenting thru 
the mail a check to the bank on which it is drawn. In 
a few states the courts have held that this procedure 
was improper, and that banks so doing were guilty of 
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negligence. It is pointed out that the holder of a 
note would not think of mailing it to the drawer for 
collection, inasmuch as the drawer might tear up the 
note and thus destroy all evidence of his indebted- 
ness. From analogy it is reasoned that a check should 
be presented, not directly thru the mail to the drawee 
bank, but indirectly thru another bank in the same 
town. The analogy is a poor one. The destruction 
of a check does not alter the amount of the bank's li- 
ability; the deposit still remains. What diflference 
does it make whether the amount is paid to the deposi- 
tor, who draws the check, or to the payee, who holds it ? 
The collecting bank should be held only to a prompt 
and actual presentation of the check. This presenta- 
tion can be made by sending the check thru the mail 
as well as in any other way. 

7. Charges for collection. — It was stated in Section 
three that the service charge made by reserve banks 
to member banks diu'ing the first three months of 
operation ran from one to two cents per item. In 
addition, the bookkeeping of member banks has been 
materially simplified. It is to be expected that mem- 
ber banks would lower their exchange charges to 
customers. In fact, the Federal Reserve Board is 
empowered by law to fix, not only the service charge 
to be made by reserve banks, but also the exchange 
charge made by member banks. There is a provision 
that the member banks must not be forced to carry 
on the collecting business at a loss. Presumably the 
charges will be fixed ultimately at a figure just about 
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equal to the cost involved, vrith perhaps a small margin 
of profit. 

Many banks have voluntarily lowered the charges. 
In the larger cities, it is customary for the clearing 
house banks to agree upon uniform rates. Some of 
the clearing houses have already reduced the rates to 
be charged by their members without waiting for ac- 
tion by the Reserve Board. 

8. Rates of New York Clearing House banks. — 
The new ruling of the New York Clearing House As- 
sociation may be cited as an example. This went into 
effect on January 1, 1917. Under the old ruling, 
items on certain points were made discretionary, that 
is, the banks were permitted to charge any or no rate 
as they chose. In practice, they made no charge. 
Items on certain other points were charged for at the 
rate of not less than one-tenth of one per cent ; and on 
others, farther away, not less than one-fourth of one 
per cent. If any charge was made, it Could not be 
less than ten cents. The ten cent rule is abolished. 

The new ruling contains about the same list of dis- 
cretionary points, except that Boston, Providence, Al- 
bany, Troy, Bayonne, Newark, Philadelphia and 
Baltimore are omitted. These cities are covered in a 
new ruling which is quoted below. The old list of 
points, items on which are charged at rates of not less 
than one-tenth and one-fourth of one per cent re- 
spectively, is kept the same. Many items on these 
points, perhaps a majority of them, soon will be cov- 
ered in the f oUo wing new ruling : 
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Sec. 8. For all items (whether such items are col- 
lected thru the Federal Reserve Bank of New York 
or otherwise) which the Federal Reserve Bank of 
New York shall have notified the Manager of the 
New York Clearing House Association it will re- 
ceive from its members, the collecting banks shall 
charge as follows: 

(a) For all items available one day after receipt 
— ^pursuant to said notification — discretionary with 
the collecting bank. 

(b) For all items available two days after receipt 
— ^pursuant to said notification — ^not less than one- 
fortieth of one per cent ( ^o of 1 % ) of the amount 
of the items. (Except as to items referred to in 
Sees. 4 and 5.) 

(c) For all items available four days after re- 
ceipt — ^pursuant to said notification — ^not less than 
one- twentieth of one per cent ( /4o of 1 % ) of the 
amount of the items. 

(d) For all items available eight days after re- 
ceipt — pursuant to said notification — ^not less than 
one-tenth of one per cent (/4o of 1 %) of the 
amount pf the items. 

Eight days is sufficient time to allow for collection 
on any part of the country. It appears, then, that the 
new ruling applies to checks drawn on all member 
banks and on all par-remitting nonmember banks, 
wherever located, the old ruling applies only to non- 
member banks which do not remit at par. Even a 
cursory examination reveals an enormous drop in ex- 
change charges. 

9. An illustration. — ^Reverting to the grape fruit 
transaction described in the preceding chapter, let us 
mppose that Jones sends his check on a Denver bank 
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to Swan in Tampa. If the Denver bank is a member 
of the Federal Reserve system or if it is a nonmember 
bank which has agreed to remit at par to the reserve 
bank of its district, the check will be received by the 
Federal Reserve Bank of Atlanta at par. Swann 
may deposit it with his Tampa bank, which will then 
send it for clearing to the reserve bank if it wishes. 
The service charge to the bank will be probably one 
and one-half cents; the exchange charge to Swann 
more than that by an amomit sufficient to pay book- 
keeping expenses, etc. The cost of currency ship- 
ment does not enter into the extra exchange above the 
service charge, inasmuch as this is borne b ythe re- 
serve bank and is presimfiably included in the service 
charge. 

Suppose the check gets to the reserve bank. It is 
credited to the account of the Tampa bank, but is not 
available for withdrawal or as reserve until sufficient 
time has elapsed for collecting it in Denver. The 
check'is immediately sent to the Federal Reserve Bank 
of Kansas City. There it is credited to the Atlantic 
reserve bank, debited to the Denver bank, and for- 
warded for collection — either to the Denver bank di- 
rectly or to it indirectly thru some other bank in the 
vicinity, which has been designated by the Kansas City 
Reserve Bank as a collection agent. Within possibly 
four days, certainly not over eight days, the whole 
t/ansaction is settled. As compared to the old col- 
lection system, there is a great saving in time, labor 
fl,nd expense. 
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10. Advantages and disadvantages. — The advan- 
tages of the Federal Reserve clearing system may be 
smnmarized as follows: 

1. Checks arjB presented promptly and directly to 
the drawee bank. 

S. The custom which drawee banks had of deduct- 
ing a certain amount from the face of a check when 
remitting to collecting banks will be gradually dis- 
continued. All member banks now remit at par; 
nonmember banks will be forced to do so by com- 
petition of member banks. 

3. The collection charge will be reduced to ap- 
proximately what it costs the bank to collect. 

4. Country banks will no longer need to main- 
tain such large balances in the financial centers in 
exchange for the privilege of having miscellaneous 
out-of-town items received at par for collection. 
City banks, instead of making a charge for each 
item collected, have been accustomed to require 
country banks to maintain balances with them as 
compensation for collection service. 

There are two . important objections to the new 
plan: 

(a) Small banks will lose the revenue which the 
former derived from the practice of deducting a cer- 
tain amoimt when remitting for checks on themselves. 
This is a serious matter to some of the banks. 

(b) City banks will fmd their relations with cor- 
respondent banks thruout the country weakened and, 
in some cases, broken off altogether. The collection 
service will be rendered to an increasing extent by the 
reserve banks. Accounts will still be kept with New 
York banks and, to a lesser degree, with banks in other 
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financial centers, against wliich the depositing banks 
wiU draw exchange. New York exchange wiU con- 
tinue to be an important form of remittance between 
business men all over the country ; but its use will be- 
come less and less necessary as the machinery em- 
ployed for coUecting checks from the coimtry banks is 
improved. 

Aside from the mere loss of profit to both cor- 
respondents, there are other reasons for regret in the 
breaking up or the weakening of these relationships 
between banks in various parts of the country. Cor- 
respondents kept each other informed about business 
conditions in their respective communities. Much is 
said in the Modem Business Text on "Banking" 
about the fact that most of our bankers are merely lo- 
cal money lenders and that they do not have adequate 
information about business conditions thruout the 
country. The breaking up of collection arrange- 
ments will make them all the more provincial. This 
consideration is not sufiScient, however, to outweigh 
the advantages of cheapness and convenience which 
will be gained from the new plan. Some other way 
must be found for informing our bankers about na- 
tion-wide business conditions. The best means of 
doing this would be the establishment of a branch 
banking system. 

11. Success of the system. — The new clearing sys- 
tem grew rapidly from the very beginning. The fol- 
lowing figures give a comparison between the business 
done the first month with that done during the f oiu*th : 
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OPERATIONS OF THE FEDERAL RESERVE INTERDISTRICT 
CLEARING SYSTEM, OCT. 16 TO NOV. 15, 1916 
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Boston 36,358 $ 11,816,884 409 ^43 

New York ..40,036 24,164,709 626 813 

Philadelphia 29,567 15,348,837 632 292 

Cleveland 15,102 8,138,766 754 490 

Richmond 16,784 7,850,981 519 303 

Atlanta 12,825 4,442,127 391 451 

Chicago 21,065 12,659,964 993 1,286 

St. Louis 9,388 6,904,131 469 851 

Minneapolis 14,500 8,208,962 757 1,100 

Kansas City 12,962 7,081,905 938 1,414 

Dallas 13,638 7,022,967 621 229 

San Francisco 5,264 1,430,991 521 1,088 

Total Oct. 16 to 

Nov. 15 227,489 $115,061,224 7,623 8,059 

July 15 to Aug. 15.133,113 59,301,696 7,624 7,032 

12. Gold Settlement Fund. — The Federal Reserve 
Board has exercised its power to provide a clearing 
house for the twelve reserve banks. The Gold Settle- 
ment Fund has been established at Washington. 
Each of the reserve banks is required to maintain a 
balance there of at least $1,000,000 in gold or gold 
certificates. At the close of business every Wednes- 
day, or Tuesday if Wednesday is a holiday, each re- 
serve bank telegraphs to Washington the amoimts of 
its indebtedness to each of the other reserve banks. 
By the simplest bookkeeping operation these amounts 
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are oflFset and the proper balances transferred on the 
accounts of the Gold Fund. 

At the settlement of November 16, 1916, over $200,- 
000,000 was cleared for the reserve banks with 
balances aggregating only $11,755,000. Even the 
balances were not shipped; they were merely trans- 
ferred on the books of the Fund. After settlement on 
that day, there was nearly $140,000,000 in the Fund. 
It is apparent that the operation of this plan results 
in an enormous saving thru reducing the amounts of 
gold shipped from one part of the country to another. 

REVIEW 

How could the country check evil be eliminated ? 

Describe the Federal Reserve plan for collecting checks. 

How can a member bank build up its balance at a reserve bank, 
and why are non-member banks placed at a disadvantage in doing 
so? 

What advantages are gained thru member banks endorsing 
without restriction all items which are forwarded to reserve banks 
for clearing? What was the practice under the old clearing sys- 
tem? 

What are the advantages and disadvantages of the Federal Re- 
serve clearing system? 

What is the Gold Settlement Fund and how is it operated? 



CHAPTER III 

GENERAL ASPECTS OF FOREIGN EXCHANGE 

1. DefirUtion of foreign exchange. — ^Foreign ex- 
change may be defined as the system by which two or 
more comitries discharge their debts and adjust their 
financial and commercial transactions with each other. 
Payment is effected by inter-cancelation of indebt- 
edness by means of bills of exchange and other credit 
instruments, the difference or "boot" only being ad- 
justed from time to time by the shipment of gold 
or its equivalent. The foreign exchanges, therefore, 
operate as a clearing house between nations and, 
just as the banks offset their debts against one an- 
other and settle the final difference in gold, so nations 
offset their debts against one another and in the final 
analysis settle the difference by shipping gold. It 
must not be overlooked, however, in studying inter- 
national exchange that there are no definite settlement 
days for the adjusting of all transactions to date. 
The adjustment of international balances is a con- 
tinuous process and, under normal conditions, hardly 
noticeable to the keenest observer, except at certain 
seasons of the year or when it serves as a corrective to 
some large and unexpected transaction. 

2. How indebtedness between two cotmtries arises. 

32 



GENERAL ASPECTS 88 

— The mutual indebtedness of two countries arises 
from a combination of the following: 

Exports of merchandise. 

Investments abroad. 

The purchase of foreign securities. 

Payments of interest and dividends to foreign 
shareholders. 

Charges for transportation, insurance and com- 
mission paid to foreign corporations. 

Tourists' expenditures, etc. 
There are, of course, many other causes which affect 
the course of the exchanges, but the above are the 
principal factors in the fluctuations. Sometimes the 
balance of payment, as it is called, is with one country, 
sometimes with another, and the rate of exchange will 
accordingly rise and fall within certain well-defined 
limits, determined by the cost of shipping gold be- 
tween the two countries. The rate of exchange may 
be defined as the price of the money of one country 
reckoned in the money of any other country. 

The principal operations of foreign exchange in- 
clude the issue of drafts and various forms of com- 
mercial paper, money orders, letters of credit payable 
abroad, cable transactions and the purchase and ship- 
ment of bullion and of foreign coin. 

8. Similarity between inland and foreign eocchange. 
— ^We endeavored in Chapter I to establish in the 
mind of the reader that the basic principles govern- 
ing inland and foreign exchange are the same, the 

operation of both being based on the weight and fine- 
xvn-4 
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ness of the gold contained in the monetary unit or 
units of the country or countries involved. 

The same machinery is used in both foreign and in- 
land exchange but in different degrees. In inland 
exchange, the transfer of funds is effected almost en- 
tirely by checks, bank drafts and shipments of cur- 
rency; very little gold is moved. Bills of exchange, 
tho extensively used, are comparatively small in 
amount and scattered in destination, and are, there- 
fore, not an important factor in inland exchange. 
In foreign exchange the transfer of funds between two 
countries is effected chiefly thru the mediima of bills 
of exchange and the shipment of gold. Few checks, 
aside from sight bills of exchange drawn by banks, 
are used. Currency, being redeemable in gold only 
in the country where it is used, is of course not ac- 
ceptable for remittance abroad. 

4. Expense of shipping gold. — ^An important 
factor to consider in all exchange operations is the 
expense of transferring gold from one place to an- 
other. This expense includes carriage, risk and in- 
terest while the amount is in transit. The very gen- 
eral use of checks and bills of exchange in transferring 
funds has caused this factor of expense to be more 
or less lost sight of, except when conditions call for 
the actual shipment of currency or gold. It is, how- 
ever, latent in every exchange transaction, foreign 
and domestic. 

In the foreign exchange operation, these transpor- 
tation charges are proportionately larger than in in- 
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land exchange because greater distances are involved. 
They are more or less concealed by the fact that the 
two sides of a transaction are in terms of different 
cmrencies, and are usually modified or even offset by 
the competition of bills of exchange, the supply and 
demand of which govern the proportion of such 
charges which a remitter is called upon to bear. 

In inland exchange these charges are rendered more 
apparent by being expressed in the form of a com- 
mission or premium. They are also more uniform 
and stable and, being governed by the conditions of 
the banking system of the country, they tend to dimin- 
ish as the system improves and better facilities obtain. 

5. Training in foreign exchange. — One of the most 
essential 'features of a training in foreign exchange 
is a thoro knowledge of values and methods of con- 
version of the currency of different countries. All 
calculations by a beginner should be made independ- 
ent of exchange tables. In many offices, the fbst 
calculation is made by one clerk, and checked by 
means of exchange tables by a second clerk. The 
training thus obtained and the facility and rapidity 
with which such calculations can be made, form the 
groxmdwork of a technical education in foreign ex- 
change, which is daily becoming more valuable as in- 
ternational transactions increase. 

In this connection, there are four things to be care- 
fully studied. When these are mastered, foreign ex- 
change will be robbed of most of its apparent in- 
tricacy. 
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1. Mint par. 

2. Gold or specie points. 

8. Rates of exchange and the reason of their 
fluctuations. 

4. Conversion. 

6. A mint par of eaochange. — The mint par be- 
tween any two countries is the value of the monetary 
imit of one country expressed in terms of the mone- 
tary unit of another country using the same metal as a 
standard of value, tho the degree of fineness of the 
metal need not be the same. All coins, whether of gold 
or silver, are made of so much pure metal and so much 
alloy; the latter is used to harden the coins, thus re- 
ducing abrasion to a minimimi. The term "fineness" 
expresses the number of parts of pure gold or pure 
silver contained in a thousand parts of the combina- 
tion. The British sovereign is 916% parts fine or 
11 parts fine gold and one part alloy. The gold coins 
of Turkey and Brazil are also 916% fine. Those of 



Name of 
Country Unit 

Austria-Hungary .kronen 

Latin Union franc 

Canada and 
United States... dollar 

Denmark hronM' 

Germany reichsmark 

Holland gulden 

Japan yen 

Mexico pe»o 

Russia .rubh9 

Cfreat Britain pound 



Gross 
Weight 
Grains 

5.92776 
4.97817 

95.8 

6.91415 

6.14588 

10.37054 

19.86094 

19.86093 

13.97584 

193.^447 



Pure 

Gold 

Grains of 

4.70498 
4.48036 

6.99974 

5.53134 

9.33348 

11.57499 

11.57491 

11.94896 

113.00160 



Sterling 
Dollar Equiva- 
Equiva- lent 
lent in pence 



.90969 
.19995 

1. 

.96799 
.93891 
.40195 
.49505 
.49845 
.51456 
4.86656 
or 4.86% 



.lOd 
9.516 

49.316 

13.912 

11.75 

19.83 

94.576 

94.57 

95.37 
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nearly all other countries are on a basis of 900 fine or 
%o fine gold and Ko alloy. 

On page 86 is given a list of the principal gold 
standard countries with the names, weights in grains 
and values of their various units. 

7. Computing the mint par. — The mint par is ar- 
rived at by dividing the number of grains or grammes 
of fine gold in the one coin into the nimiber contained 
in the other. For instance, compare the sovereign^ 
the unit of Great Britain, and the gold dollar, the 
unit of the United States : 

Gross weight of sovereign 123.27447 grs. 

Less K2 alloy 10.27287 grs. 

Fine gold in sovereign .113.00160 grs. 

Gross weight of dollar 26.8 grs. 

Less Yio alloy 2.58 grs. 

Fine gold in dollar 23.22 grs. 

there^e, 

1 - dollar = -j^^ = £.205484 = 49.316 pence 

1 sovereign = "^^^^ = $4.86656 

Similarly, a franc contains .2908225 grammes of 
fine gold, while the doUar contains 1.50468 grammes. 
Hence, 

1 dollar = ^^ = 5.1825 fcs. 
1 franc = -^^ = 19.2947 cents 
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The mint par between any two countries can be ar- 
rived at in the same way. The mint par between two 
comitries that use the same metal as a standard is 
constant. It varies only when one of them alters its 
coinage regulations by increasing or decreasing the 
quantity of pure metal in its monetary unit. 

Between a gold standard country and a silver 
standard country there can exist no fixed par of ex- 
change, since the value of silver in relation to gold 
is subject to great fluctuation. 

8. Par of exchange. — The mint par is the pivotal 
point of the rates of exchange between two coimtries. 
In other words, it is also the ratio at which the stand- 
ard coin of the country will be exchanged for that of 
another. Theoretically, a sovereign is worth par in 
New York ($4.86656) , but practically this ratio holds 
good only for large amounts. If a traveler wants 
to change ten sovereigns in New York he would prob- 
ably receive only $48.50 or $48.60 for them instead 
of $48.66%, the difference being retained by the bank 
as payment for its services and to cover the interest 
on the amount until it had collected sufficient sover- 
eigns, say, one thousand, to warrant the trouble of 
taking them to the United States mint where they 
would be exchanged for $4,866.56, less a small melt- 
ing charge. If the ten sovereigns are in London the 
traveler will realize on them by selling to a New York 
bank the "right,*' in the form of a check or order, to 
draw these ten sovereigns in London, and the banker 
would repay him according to the current rate of ex- 
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change. If there is an active demand for sterling ex- 
change he will get a good price for his check on Lon- 
don, say $48.75 (over par). If, on the other band, 
there is little or no demand for sterling exchange and 
the supply of checks and bills of exchange is plenti- 
ful be will get a low price, say, $48.50 (below par). 
9. Gold points. — Foreign exchange, thru the 
medium of bills of exchange and other credit instru- 
ments, enables countries to regulate their mutual in- 
debtedness without the transfer of coin or bullion. 
A bill of exchange is a commodity like wheat and cot- 
ton, and, as such, it is subject to the law of supply 
and demand. If the purchase rate of exchange 
reaches the point at which it is cheaper to remit 
gold than to pay the rate demanded for transfer by ' 
draft, gold exports usually result. The rates of ex-\ 
change, produced by buying gold in one country and j 
shipping it to another, are called the gold or spedfir 
points. The mint or theoretical par remains invariable 
among gold standard countries. If the exporting and 
importing of gold could be effected without expense or 
loss of interest, the mint par and gold points between 
any two countries would be practically identical, but 
heavy expenses for freight, insiwance, cooperage, car- 
tage, abrasion, interest while in transit and other 
charges are involved in a gold shipment. These ex- 
penses deducted from the mint par give the "import 
gold point" and added to the mint par give the "export 
gold point" ; that is to say, when it costs more to buy 
sterling exchange in New York than it would cost to 
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buy gold to the same amount and ship it to London, 
the remitter naturally takes the cheaper method and 
exports gold. On the other hand, when bills of ex- 
change are so freely offered in New York that the rate 
becomes abnormally low, a seller may find it cheaper 
to transfer his London balance by importing the gold. 

Under normal conditions, the cost of shipping 
sovereigns between London and New York is about 
two cents per sovereign and the mint par of the pound 
sterling is $4.86?^. Therefore, when a lower price 
than $4.84% is offered for a bill of exchange it is 
cheaper to import the gold from England, and when 
a higher price than $4.88% is asked, it is cheaper to 
send gold to England. 

10. Significance of gold movements. — The export 
of gold from New York to London implies: 

1. That New York owes London (exchange is fa- 
vorable to London and unfavorable to New York) . 

2. That bills of exchange on London have been 
eagerly sought for in New York in order to liquidate 
this indebtedness. 

8. That the premiimi demanded by sellers in the 
form of a higher exchange rate exceeds two cents per 
pound sterling and therefore it has become cheaper 
to buy gold in New York and export it to London. 

Conversely, the import of gold to New York from 
London implies : 

1. That London owes New York (exchange is fa- 
vorable to New York and unfavorable to London ) . 

2. That bills of exchange on London have been of- 
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fered freely in New York to absorb this balance. 
3. That the discount demanded by buyers in the 
form of a lower exchange rate exceeds two cents per 
pound sterling and therefore it has become cheaper to 
buy gold in London and import it to New York. 

11. Actual gold points. — The extreme range of the 
gold points between New York and London, and the 
Continental centers is approximately as follows: 

Imports Par Exports 

New York and London.. $ 4.84^ $ 4.86% $4.88^ per £1.' 

New York and Paris 5.23 5.18% 5.16 fcs per $1. 

New York and Berlin... 94.50 95% 96.25 cents per 4 marks 

London and Paris 25.321^ 25.22 25.12^ fcs per £1. 

London and Berlin 20.53 20.43 20.34 mks per £1. 

London and Amsterdam. 12.15 12.10 12.04 florins per £1. 

12. War and foreign exchange. — Under normal 
conditions, margins between the two shipping points 
are thus sufficiently large to allow considerable play 
to the numerous factors affecting international finance 
and trade, and the rates fluctuate more or less regu- 
larly between the two points. Wars and rumors 
of wars, and other startling political events frequently 
disturb the delicate working of the exchanges and 
cause the rates to go beyond normal limits. For in- 
stance, in the first week of August, 1914, demand 
sterling was quoted in New York at $6 and cables 
at $7 per £. It soon declined from these figures^ 
however, and continued dropping until the middle of 
February, 1915, when "demand'* was quoted $4.79, 
and on September 1, 1915, at $4.50,* gradually re- 

1 In 1873, sterling drafts sold at $4.69%, ^ile during the panic of 
1857 sixty-day bills sold at 95% discount (on the old par of exchange, 
94.44%), or $3.33 per £1. 
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covering until it reached $4,76% in January, 1916, at 
about which point it was maintained during the 
year 1916. 

During a serious war, therefore, the courses of ex- 
change are no longer restricted by the "gold points," 
but fluctuate widely, and at times wildly. Among the 
new factors which then affect the exchanges are the 
following: the international money markets are de- 
moralized; sentimental, if not legal, restrictions are 
placed on the export of gold by every coimtry ; and in- 
surance, if obtainable at all is at a prohibitive rate, 
because of the risk attending transportation. 

18. The clearing features of foreign exchange. — 
Exporters and importers of foreign goods who have 
foreign bills to sell and buy, respectively, occasionally 
transact business directly with each other, but as a 
^ general rule it is much more convenient and eco- 
nomical to pay a small commission to a bank for its 
services and obtain a remittance for the exact amount 
and tenor required. 

A bank is able to sell a bill of exchange on London 
for any required amount because it is also a purchaser 
of bills of exchange on London and other foreign 
centers, in other words, it acts as a middleman between 
those customers who have debts to pay and those to 
whom debts are owing in London and thus it is able 
to offset sales against purchases. If a bank's sales 
of London exchange exceed its purchases, it goes into 
the exchange market and buys London funds from 
other banks and vice versa. In this way the supply 
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and demand are constantly being brought together, 
first thru the needs of customers of the same bank, and 
secondly by transactions between the banks them- 
selves, principally thru the New York exchange 
market which acts as a foreign exchange clearing 
house for the whole Continent, and which can be re- 
lied upon, under ordinary circumstances to absorb 
an almost unlimited amount of foreign exchange. 

14. Buying and selling exchange. — It is diflScult 
for the mind to grasp the process by which the multi- 
tudinous transactions in foreign exchange, occurring 
daily in thousands of banks in the United States and 
Canada, continuously, and apparently automatically, 
adjust the rate of exchange on the basis of supply and 
demand. New York is the recognized foreign ex- 
change market of the contment, and banks thruout 
the country having exchange to sell or buy do so thru 
their New York correspondents. The exchange re- 
quirements of the country are therefore concentrated 
in New York. Some New York banks will have ex- 
change to sell, others orders to buy, and the scarcity or 
abundance of the bills of exchange on any country is 
promptly disclosed by competition, and the rates ad- 
just themselves accordingly. Foreign exchange 
brokers, as they are called, act as intermediaries be- 
tween buyers and sellers in New York. As the 
factors which regulate the supply and demand are 
constantly changing, the brokers must keep in close 
touch with the market and with their clients. They 
call daily, sometimes hourly, on the leading bank- 
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ers and exchange houses to inquh-e if they are buy- 
ers or sellers, and at what price. A broker not 
only brings buyers and sellers together, but obtains 
in so doing an approximate knowledge of the general 
supply and demand for bills and can advise his clients 
accordingly. The usual commission to a broker is 
about $5 per £10,000 on sterling exchange and %4 
of one per cent on Continental exchanges. 

15. New York demand for sterling exchange. — 
London's operations in New York exchange are 
factors that have to be taken into consideration, tho 
the transactions are comparatively small compared 
with those originating on this side. Since the ex- 
change rate is, as a rule, fixed by the country which 
draws and negotiates the most bills, London neces- 
sarily adjusts its rate to that fixed by New York. 
The reason for this preponderance of American trans- 
actions is that the American exporter, rather than 
await a remittance from London, prefers to sell his 
bill and obtain ready money by drawing on his cus- 
tomer ; American banks buy these bills readily as they 
can discoimt them in the London market. The 
American importer, likewise, who has bought goods 
abroad would rather remit for them to the foreign ex- 
porter than allow the latter to draw against him. In 
the former case he can obtain as low a rate as possible 
from his own bank, while in the latter he would have 
to pay a rate fixed by a strange bank or broker who 
would not have the same interest in the transaction. 



GENERAL ASPECTS 46 

REVIEW 

What are some of the causes of indebtedness between coun- 
tries ? What is the rate of exchange ? 

What is essential in training persons in foreign exchange busi- 
ness? 

How is the mint par arrived at? When is it constant, and 
when does it vary ? 

What are gold points? 

What does it imply when gold is exported from New York to 
London? When it is imported to New York from London? 

What effect has war on foreign exchange? 



CHAPTER IV 

RATES OF EXCHANGE 

!• Bills of exchange and their relation to gold. — 
The strength and usefubiess of credit rest entirely on 
the fact that the holder of a bill of exchange or other 
evidence of indebtedness has every confidence that 
the instrument will be absolutely and unquestionably 
redeemed in gold or its equivalent at maturity. 

The payment of a debt, therefore, in another part of 
the same country, or to a foreign country by means of 
a check or bill of exchange, theoretically involves the 
pajonent of so many grammes or grains of gold. If 
Brown in Toronto owes Smith in Winnipeg he pays 
$100.25 to his bank in Toronto in order that Spiith, 
may receive $100 in gold or its equivalent in Winni- 
peg. As a matter of interest, we will work out the 
transaction in terms of gold (the dollar contains 23.22 
grains of fine gold). For the bank draft of $100 
Brown pays his bank 2,327.805 grains of fine gold 

(2,322 grains + ^^ grains commission) in order 

that Smith may receive 2,322 grains of fine gold in 
Winnipeg. Now, if we divide 2,322 grains and 
2,327.805 grains by 23.22 (the amoimt of fine gold 
in the dollar) , we get our original $100 and $100.25. 
Brown could have sent the amoimt to Smith himself 
in cash in the form of either gold or currency (govern- 

46 
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ment and bank notes redeemable in gold on demand) 
but he would have had to pay as much or more than 
the 25 cents commission for express charges. 

2. Cost of sterling exchange. — Similarly in sterling 
exchange, if a draft on London costs, for instance, one 
cent per pound over the par of $4.86% Brown would 
pay $4.87% per poimd sterling for a draft on London, 
or worked out in grains of gold, add one cent's worth 
of gold or .2322 grains to 113.0016 grains (the weight 
of fine gold in the sovereign) and we get 113.2338 
grains, which divided by 23.22 gives $4.876656 per 
sovereign or one cent over par. 

If sterling exchange is low, say, $4.85 per sovereign 
or about 1.656 cents lower than par, a draft on Lon- 
don for £1,000 would cost Brown $4,850; in other 
words, in order that Brown's creditor may receive 
113,001.605 grains of fine gold in London he only has 
to pay 112,617.08 grains to his banker for the draft, 
the diflference 384.523 grains or .38452 grains per 
pound sterling is the equivalent in grains of 1.656 
cents (.2322 X 1.656 = .38452 grains). 

With sterling as low as $4.85, Brown would not 
think of shipping the gold himself, but, if he were 
asked $4.88% per pound, it would pay him to do it as 
the shipping charges would be less than two cents per 
pound. What form would the shipment take? It 
can only be fine gold 113,001.605 grains in weight in 
the form of bullion, or sovereigns (1,000 of them), or 
eagles to the value of $4,866.56 weighing 123,274.47 
grains (113,001.605 grains of fine gold). Brown 
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could not. send curency, as he could in the case of 
Winnipeg, as bank and government notes, ,tho re- 
deemable in gold in Canada, are not so in foreign 
countries. It is an important difference between 
foreign and inland exchange that apart from checks 
and bills of exchange, gold is the only medium of 
settlement between two countries, whereas within a 
country itself any form of currency that circulates 
freely may be remitted. 

3. Rates of exchange. — ^Bills of exchange are a 
commodity and as such are bought and sold, and like 
other commodities are subject to the law of supp ly 
\ and dema nd. The reader should, for the present, 
dismiss from his mind the thought that he is dealing 
in the monies of foreign countries and should regard 
bills of exchange and other credit instruments, used 
in transferring funds, as representing a definite kind 
of commodity — evidences of indebtedness. 

The rate of exchange is the price per foreign imit 
at which the right to coUect these debts is sold and 
does not refer, except indirectly, to the value of the 
gold monetary imit. A sovereign is always, worth 
par in New York and the gold eagle always worth 
par in London. When sterling is quoted at, say 
$4.85 in New York it does not mean that the sovereign 
has depreciated 1% cents below par, it means that the 
"right" to obtain a sovereign in London is worth only 
$4.85 in New York. In this case the supply of these 
"rights" is ample and the demand small, hence the 
price falls. 
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4. What makes the rate. — The rates of exchange 
quoted between any two countries, therefore, are the 
prices for checks and bills of exchange. These are 
the mediums by which debts are transferred from one 
party to another. 

The rate of exchange charged by a bank or broker 
for a foreign bill of exchange includes: 

1. The mint par or price equivalent of the foreign coin. 

2. Plus or minus a premium or discount on the mint par 
(greater or less conversely to the supply of bills on the 
market as compared with the demand for them). 

3. Plus a premium or commission which the banker de- 
mands for his trouble and for the economy and superior con- 
venience of a draft as compared with a remittance in coin or 
bullion. 

4. Less an allowance for interest, according to the distance 
between the two points, and the tenor of the draft. 

5. Plus the cost of shipping gold. 

^ » • 

The rate of exchange paid by a bank or broker for 
a foreign bill of exchange includes : 

1. The mint par. 

2. Plus or minus a premium or discount on the mint par. 

3. Less a commission covering the dealer's profit and an 
allowance for his risk and trouble. 

4. Less a discount, according to the tenor of the draft. 

5. Minus the cost of shipping gold. 

The mint par never varies. It is a constant fac- 
tor in any exchange rate. The most frequent vari- 
ations in the rates are found in the* premium or dis- 
count on the mint par, the range of which is gov- 
erned by the law of supply and demand, and reflects 

XVII-5 
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the relative position of two countries as regards in- 
debtedness. The allowance for interest or discount 
generally tends to vary with the foreign interest rate, 
tho sometimes in large transactions the doiAestic 
interest rate becomes a factor also, in connection with 
the financial operations necessary to complete them. 
The cost of shipping gold is modified and at times 
offset by the mutations in the other factors. 

5. Coinage ratio. — The rate of exchange, therefore, 
must not be confused with the ratio at which one 
country will exchange its money for the standard coins 
of another country. If a man has one thousand sov- 
ereigns in New York he will receive par for them, or 
$4,866.56 ^ irrespective of the rate of exchange. 

6. Fluctuation in the rate of exchange. — The in- 
termediate rates between the gold points and the mint 
par, that is, the rates at which business is usually done, 
in addition to being affected by the supply and de- 
mand of bills between two places, rise and fall in 
sympathy with the influences at work on the other ex- 
changes. New York, for instance, whilst a debtor to 

iThe United States Mint will always pay for English sovereigns at 
the rate of $18.949189 per ounce. 1,000 sovereigns weigh 123,247.47 
grains (480 grains to the ounce Troy). Working this out, we get 
^,866.56 as the value of 1,000 sovereigns. As a matter of fact the 
United States Mint would pay the hank 90 per cent of this amount 
^$4380) on delivery and the balance ten days later, less a small charge 
of four cents per $100 to cover melting expenses, thus the actual pro- 
ceeds would be $4,864.61. 

Similarly the British Mint will take gold eagles at £3:16:51^ per 
ounce, paying for them a fortnight after delivery without any charge. 
The Bank of England will pay for them on delivery but makes a small 
charge of about 1^. per ounce to cover the interest for 14 days at 
4 per cent. 
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England, may be a creditor of Germany, France or 
another coimtry with which England has close ex- 
change relations. New York drafts on these places 
are remitted to London and improve (i. e. lower) the 
rate of sterling exchange for the time being. If, 
however, the supply both of London and Continental 
bills falls short, the point at which New York will 
have to export gold is soon reached. 

7. Rates tend to correspond. — The rates of ex- 
change between two or more places either correspond 
or tend to correspond. Thus, when sterling exchange 
is at a discount in New York, say, at $4.85, New York 
funds in London will be at a premiimi ; in other words,, 
you could purchase in New York the right to obtaia 
a sovereign in London for $4.85, whereas for a sov- 
ereign in London you would only be able to obtain the 
right to $4.85 in New York, a dollar costing 49.50d. 
instead of 49.316d., the par value. ' 

Let us suppose that the rate in New York, in re-' 
sponse to a demand for sterling, suddenly goes to par, 
and a New York banker, hearing from his London 
correspondent that New York funds are still at $4.85, 
cables him to sell $100,000 at that rate and as a result 
of this transaction the New York banker receives a 
credit in London of £20,618.55. At the same time he 
sells his own draft at par against this amoimt in Lon- 
don. In actual practice he would sell a draft of, say, 
£20,000, but for the sake of showing his profit let us 
presume that he sold a draft for £20,618.55. For 
this he receives $100,848.64 with which he pays the 
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draft of $100,000 drawn on him in London, and thus 
makes a* profit of $348.64 less cable charges and a 
small commission to the London banker. 

By such processes the exchanges automatically reg- 
ulate themselves between two or more places. It is 
obvious that under the influence of several such trans- 
actions marginal differences would rapidly disappear. 
The variations in the rates df exchange in the case 
cited are piu-posely exaggerated for the sake of illus- 
tration. In practice, a very slight difference in the 
rates will encourage these adjusting transactions, 
which are commonly known as arbitrage transac- 
tions. 

8. Exchange quotations. — The newspapers gener- 
ally give exchange quotations in two columns. The 
first column (b) gives the price offered by buyers, 
and the other (s) gives the sellers' price; one ex- 
pressing the demand and the other the supply. The 
first column gives the lowest quotations — ^the buyers 
naturally offer as low a price as possible, while the 
sellers try to obtain the highest price — ^but the real 
or trading quotation is generally somewhere be- 
tween the two. There are two classes of quota- 
tions, the posted rate, which is used principally for 
small amounts, and the actual or wholesale rate, 
used between bankers and brokers for large trans- 
actions. As a rule, however, the rate for very large 
transactions is a matter of individual negotiations 
owing to the frequent chaYige in conditions during 
the day. Furthermore, the rates are seldom an- 
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noimced in time to be of much use except to show ^ 
the general trend of exchange. 

The principal exchanges quoted in the New York 
market are given below, with the equivalent Canadian 
quotations, after allowing Ke of one per cent discount 
on New York funds in Montreal. The alternate quo- 
tations for marks and francs are also shown. 







Catfada, Less 


Alternate 






New York 


1/16 of 1% 


Quotation 




London: 


9 per £ Stg. 




■^ 


New York funds 


Gable 


4.8575 


4.8545 




being at Vm dis- 


Demand 


4.8525 


4.8495 




cotint, the Cana- 


Commercial 




t 




dian rate is ar- 


60 days 


4.8200 


4.8170 




rived at by de- 


Bankers 








ducting Vio of 1% 


60 days 


4.8225 


4.8195 




from the rate. 


Berlin: 


Oents per 4 Marks 


. 


Cts. per Mrk. 


^Cables are 8 days* 
interest^more than 
demi^d according 
to steamer sail- 


Check 


941146 


94% 


.2865625 










Amsterdam : 


Cents per Florin 




Cts. per Fl*n 


ings. 


Check 


40.04 


40.01% 


.40+1/32 


60 days* rates ar* 
68 days' interest 


Hongkong : 


Cents per Hex. $ 






and stamp ( 0024) 


Check 


49. 


48.97 


^ 


less than demand. 




y 




' 


The Canadian rate 


Paris: 


Pes. per $ 




Cts. per Fc. 


\a arrived at by 


Cable 


5.20 5/8 


6.20 6/8—1/16 


.191956 


ctdding Vio to the 


Check 


6.20 5/8—1/32 


6.20 5/8—3/82 


.191896 


-New York franc 


Commercial 








rate or deducting 


60 days 


5.24 8/8—1/82 


5.24 3/8—8/82 


.190524 


^Ae from the dol- 


t 






^ 


lar value. 



The American method of quoting cents per foreign 
unit (fixed exchange) is so simple that the above table 
calls for no explanation, except in connection with 
the special quotations for francs and marks which is 
fully explained elsewhere. 

9. Range of the nine frequent quotations. — Franc 
quotations range from about 5.10 to 5.80, advancing 
by % of a centime. Mark quotations range from 92 
to 98 cents per 4 marks, advancing by Me of a cent. 
Closer quotations for either the franc or the mark are 
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made in the form of fractional additions or deductions 
from the dollar value. Sterling quotations range 
from $4.75 to $4.95 advancing by %oo of a cent per 
pound or, as it is called, 5 points per poimd. 

The exchange rates on other coimtries are shown 
below. The quotations advance by steps of Hoc or .01 
of a cent, thus 18.01, 18.02, 18.06 and so on. The 
last column shows the profit made on $1,000 for every 
advance of .01 cent, the profit on 1,000 foreign units 
being, of course, 10 cents for each advance of .01 cent 
in the quotation.^ 

Par Value Ordinary Profit per 

Oountry Unit in Dollars Range $1,000 

Latin Union Frano .198 18 to 20 cents 61.8 cents 

Austria-Hungary Crown .208 20 to 22 ** 49.2 " 

Germany Mark .288 22 to 25 " 42. ** 

Scandinavian U. Crown .263 26 to 28 ** 87.8 ** 

Holland Florin .402 89 to 41 " 24.9 *' 

South** America' ! '.;!!;.*! > |,^5!ar I fluctuating I 41 to 60 " | 22. 

Japan ".'.[['.'.'.'.'.'.'.WW Yen .498 60 to 58 " 19. ** 

Russia Rouble .515 50 to 58 ** 19. *' 

Great Britain Pound 4.866 4.80 to 4.90 02. *' 

10. Fixed and movable exchange. — When foreign 
exchange is quoted in the home currency per foreign 
unit, it is called fixed exchange; for instance, ex- 
change on London is quoted in New York in dollars 
and cents per pound sterling. The latter is the fixed 
basis. The value of the pound fluctuates in dollars 
and cents — ^the higher the quotation the higher the 
cost of the foreign unit. 

1 The best tables for general use are to be found in '^Foreign Exchange 
Tables" by £. D. Davis, Minneapolis, and 'Toreign Exchange Explained 
and Simplified" by George K. Brooks, Chicago. Both of these books 
cover the' whole range of the foreign exchanges. The former is par- 
ticularly adapted for large transacti9ns requiring the use of close frac- 
tional quotations. 
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When the rate is quoted in foreign currency per 
home unit it is called movable exchange ; for instance, 
exchange on Paris is quoted in New York in francs 
and centimes per dollar. The latter is the fixed basis. 
The fluctuation is expressed in the foreign currency — 
the higher the quotation the lower the cost of the for- 
eign imit. 

The United States and Canada quote in fixed ex- 
change (dollars and cents per foreign unit) tho for 
large transactions with France and other members of 
the Latin Union movable exchange is used. A 
homely illustration may make the diflference between 
these two methods of quoting clearer. Sugar and 
other commodities, like fixed exchange, are sold at so 
many cents per pound, or per hundred pounds, and the 
higher the price quoted the less sugar (or foreign 
money) you will receive for a dollar and therefore 
the dearer the exchange. 

Sugar, like movable exchange, is also sold at so 
many pounds for the dollar (as is the case with French 
exchange) and the more sugar (or francs) quoted for 
a dollar the cheaper the exchange. 

Fixed exchange : cents per foreign imit. Rule, buy 
low, sell high, the better the bill the higher the rate. 

Movable exchange: francs per dollar. Rule, buy 
high, sell low, the better the bill the lower the rate. 

11. Conversions. — Those countries which are fortu- 
nate enough to have a monetary unit in common, have 
no conversion to make and do not require any ex- 
change tables. Among these are the United States 
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and Canada with the dollar in common. Great Britain 
and her colonies with the pomid sterling, and the 
Latin Union with the franc. Fluctuations in ex- 
change rates in these cases are quoted at either so 
much per cent discount or premium, or, as in the 
case of London and Austraha, so many units for so 
many imits, as £98 for £100. 

The arithmetic of the exchange is very simple and 
requires only a knowledge of multiplication and divi- 
sion as the following rules show: 

12. Conversion for fixed exchange. — (Conversion 
with cent quotations ) . 

( a) . Amoimt in foreign currency = Amount in 
dollars -r- Rate in cents. 

(b) . Amount in dollars = Amount in foreign cur- 
rency X Rate in cents. Buy low, sell high, the lower 
the rate the more foreign money you receive for a 
dollar. 

To convert dollars into foreign ciu-rency we have 
the following rule: divide the amount in dollars by 
the rate in cents per foreign unit. 

Examples : How many francs can be bought for $1,000 
at 19.8 cents per franc? 

1,000 -f- 19.8 = 6,181.85 francs. Answer. 
How many marks can be bought for $1,000 at M cents 
per mark? 

1,000 -~ .24? = 4,166.67 marks. Answer. 
How many marks can be bought for $1,000 at 96 cents 
per 4 marks? 

1,000 -^- •% = 4,166.67 marks. Answer. 



RATES OF EXCHANGE 67 

How many kronen can be bought for $900 at 26.46 cents 
per krone? 

900 -r- 26.46 = 8,401.36 kronen. Answer. 

To convert foreign currency into dollars, we may 
state the rule: multiply the amount in foreign cur- 
rency by the rate in cents per foreign imit. 

Examples: How much will drafts for the following 
amounts cost? 

5,181.35 francs at 19.30 cents? 5,181.35 X 19.3 = 

$1,000. 
4,166.67 marks at 24 cents? 4,166.67 X 24 = $1,000. 
4,166.67 marks at 96 cents for four marks? 4,166.67 

X 96 X l^ = $1,000. 
8,401.26 kronen at 26.46? 3,401.26 X 26.46 = $900. 

13. Conversion for movable exchange. — (Conver- 
sion with franc quotations) . 

Amoimt in francs = Amoimt in dollars X Rate 
in francs. 

Amount in dollars = Amount in francs rr- Rate 
in francs. Buy high, sell low, the higher the rate the 
more francs you receive for a dollar. 

To convert dollars into francs, the rule is : multiply 
amount in dollars by the rate in francs. 

How many francs can be bought for $1,000 when the rate 
ie 5.18% per dollar? 

5.18125 X 1,000 = 5,181.25 francs. 

To convert francs into dollars, the rule is: divide 
the amoimt in francs by the rate in francs. 
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What is the value of a draft on Paris for 5,181.25 francs 
when the rate is 5.18% francs per dollar? 

—IS— = $1,000 

Any fractional quotation is applied on the dollar value 
only. If the above rate had been 5.18^^ + %4» the answer 
would be $1,000,15 or $1,000 + %4 of 1%. 

We have not dealt fully with the fractional quo- 
tations of the franc, mark and florin, because as a rule, 
these are only encountered in large transactions. 
They are explained in Chapters XV, XVI and XVII. 

14. Simple arithmetic involved. — If exchange is 
considered in its true nature, as a commodity, foreign 
exchange arithmetic will assume a form elementary 
in its simplicity, as the following examples show : 

Fixed exchange.- 

How many articles at SO cents each can be purchased with 
$100? 

100 -r- .20 = 500 articles. 
How much will 500 articles cost at 20 cents each? 
500 X .20 = $100 
Movable exchange. — 

If one dollar will buy five articles, how many will $100 buy ? 

5 X 100 = 500 articles 
What is the value of 500 articles when one dollar will 
buy 5? 

500 -T- 6 = $100 

In dealing with commodities any commission or 
percentage on the price is reckoned on the total dollar 
value. In buying and selling exchanges, the same 
rule is followed, fractional quotations apply only to 
the dollar value. 
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15. Exchange tables. — Exchange tables like inter- 
est tables, are most convenient and useful tools, and 
tho formidable in appearance with their serried col- 
umns of figures, they are simple in operation and 
their compilation is merely a matter of multiplication. 

All exchange tables give the same information tho 
some give it in greater detail than others — ^the number 
of foreign units for so many dollars and the number 
of doDars for so many foreign units, at various rates. 
As an example, we will com^Tle a brief franc table for 
the rate 5.16%. This, of course, represents the value 
of a dollar in francs and we must now find the value 



of 1 franc by division, 



5.16875 



= .1934704. We are 



now ready to compile our table as follows : 



Francs 



Dollars 



Dollars 



Francs 



1 1934704 

3 ^69408 

3 5804111 

4 7738815 

5 9673519 

6 1.1608223 

7 1^542926 

8 1.5477630 

9 1.7412334 



1 5.16875 

2 10.33750 

3 15.50625 

4 20.67500 

5 25.84375 

6 31.0l!aJ50 

7 36.18125 

8 41.35000 

9 46.51875 



By continued multiplication of the top lines, this 
table can be extended indefinitely, but the above is 
sufficient to find the equivalent of any sum up to 
1,000,000 francs or dollars. 
890 francs at 5.16% is found as follows.* 

I In all exchange conversion, whether by table or otherwise, it Is an 
excellent plan to verify results by mental calculation on a basis of 95 
to the pound, 5 francs to the dollar, 35 cents to the mark and so on. 
This insures the accuracy of the decimal point and forms a rough check. 
Thus 890 ^ 5 francs = $178. 
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800 francs = $154.78 
90 francs = 17.41 

$172.19 
Our next table would be at the rate of 5.17% (or 
.1982867) , or if we desire a closer quotation, 5.16%-%* 
(.1934401), and so on for every quotation that is 
likely to be required. 

REVIEW 

What is the rate of exchange and what determines it? 

Distinguish between the rate of exchange and the ratio of ex- 
change. 

What affects the intermediate points between the gold pointf 
and the mint par? 

Why do exchange rates tend to correspond? Give an illustra- 
tion. 

How are exchange quotations given in newspapers? What are 
the two classes of quotations and how are they used? 

Explain the difference between fixed and movable exchange. 



CHAPTER V 

FOREIGN REMITTANCES 

1. Non - commercial exchange. — ^Altho the greater 
portion of foreign exchange originates in commercial 
transactions, there is a constantly increasing volume 
of exchange business created by travelers and im- 
migration, A steady stream of travelers and others 
leave the United States and Canada each year to* 
visit Great Britain, Europe and other parts of the 
world, carrying with them the necessary fimds for 
their expenses in various forms, such as circular letr 
ters of credit, travelers' checks, drafts and gold. 

The remittances of immigrants to their relatives 
and friends in their home lands amount to a siu'pris- 
ingly large figure in the course of a year. These 
remittances are generaUy made by means of drafts, 
foreign money orders, or by what are called mail re- 
mittances. 

For many years these two classes of foreign busi- 
ness were in the hands of foreign bankers who made 
a specialty of the business of supplying banks, both 
in the United States and Canada, with the necessary 
forms and foreign machinery for issuing circular let- 
ters of credit and selling travelers' checks. Gradu- 
ally the larger banks both in the United States and 
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Canada felt the increasing pressure of their clients* 
requirements in this connection, and found it advis- 
able to establish their own systems of travelers* 
checks, etc. Practically every important bank has 
now direct correspondents in the principal cities of 
the world with whom they have made the necessary 
arrangements for the payment of circular letters, 
travelers' checks and the like. 

A comparison of the different methods of remit- 
tance and a description of the manner in which they 
are operated is interesting. 

2. Principles underlying the issuance of drafts. — 
A demand draft or check is an unconditional order 
issued by one bank on another bank or banking firm 
asking the bank to whom it is addressed to pay a cer- 
tain sum of money to a specified person or institution. 
(See Figure 1.) 

In the case of a bank keeping an account in an- 
other country where the exchange value of the cur- 
rency is steady and for which rate quotations are 
easily obtainable, drafts are usually drawn in the 
currency of that country and, after payment, are 
charged to the account which the issuing bank keeps 
with its correspondent at the face amount. If the 
arrangement calls for payment of the drafts at par, 
the correspondent's commission (if any) is added to 
the face amoimt of the draft when charged to the 
accoimt. Drafts are often made payable at the office 
of a third bank or banking firm for accoimt of the 
issuing bank's correspondent. 
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Drafts are also issued on correspondents with 
whom no account is kept. In such cases, cover-drafts 
in favor of the correspondent for the amounts in- 



PlQDBE 1. DBAFT 

volved plus commission, drawn against the issuing 
bank's account in one of the large selling cities (Lon- 
don, Paris, Berlin, New York, etc.) are forwarded 
with the relative letters of advice, or the correspond- 
ent is requested to forward the paid draft to the issu- 



64 DOMESTIC AND FOREIGN EXCHANGE 

ing bank's correspondent in one of these cities for 
redemption. 

When a bank is requested to issue drafts on a coun- 
try for which it has made no draft arrangements, a 
sterling draft on the bank's London, England, branch 
or correspondent is usually sold, sterling drafts on 
London being more easily negotiated than those 
drawn in other currencies, owing to the fact that the 
great majority of banks thruout the world have cor- 
respondents or accoimts in that city, and the exchange 
rates for sterling are much steadier and more widety 
quoted than those for other currencies. 

To guard against loss in the case of countries in 
Africa, Asia or South America where silver units 
exist or the exchange value of the currency is subject 
to great fluctuations, drafts are usually drawn in 
sterling on the London branch or correspondent of 
the issuing bank and crossed ''Payable at the drawees* 
buying rate for sight bills on London," or with a 
phrase similar in meaning. The correspondent on 
whom such drafts are drawn pays them in local cur- 
rency at a rate of exchange which includes his com- 
mission and other charges, and afterwards forwards 
them to London for redemption at the face amount 
of sterling. 

8. Advices. — A letter of advice (Figure 2), au- 
thenticating the draft and usually containing the fol- 
lowing particulars, is sent to the branch or corres- 
pondent on whom the draft is drawn : 
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(a) Number of the draft. 

(b) Amount of the draft. 

(c) Date of issue of draft. 

(d) Name of payee. 

(e) Name of bank at which drafts will be pre- 
sented by bearer if other than correspondent drawn 
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Fioxm S. LxTm or Advice (Dum) 
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on. ( If the draft is to be readvised to bank at which 
it will be presented, a note to this eflFect is added to 
the advice.) 

(f) Particulars of the mode of reimbursement 
(cover-draft enclosed, debit amount to account, etc.). 

Should the draft be payable by a third party (see 
above) for account of the correspondent on whom it 
is drawn, this third party is also advised either by the 
issuing bank direct or by its correspondent on receipt 
of advice from the issuing bank. 

The relative advices should be dispatched as soon 
as possible after the sale of the drafts in order that 
payment may not be refused thru the correspondent's 
being imable (in the absence of advice) to authenti- 
cate the drafts. 

4. Specimen forms and signatures. — ^Each bank 
furnishes the correspondents on whom it has arranged 
to issue drafts with specimens of the special draft 
form and of the special advice form (if any) it will 
use, together with specimen signatures of the officers 
who are authorized to sign drafts and advices on its 
behalf. If possible, a specimen signature of the 
payee is also forwarded with the advice of a draft, so 
that any possible difficulty in establishing the bona 
fides of the payee and draft may be avoided. 

5. Cost of drafts to purchasers. — The amount to 
be charged by the issuing bank to the purchaser of a 
demand draft is ascertained by adding together the 
amounts mentioned below. 

(a) Face amoimt of the draft. (If drawn in a 
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foreign currency the amount is converted into local 
currency at the rate of exchange for the day.) 

(b) Commission of the issuing bank. 

(c) Commission (if any) of the paying bank. 

(d) Cost of postage on advices. 

6. Travelers' checks. — Travelers' checks enable a 
traveler to provide himself with funds without delay 
in a convenient yet inexpensive manner, at any point 
of his journey. They are issued in denominations 
of even amounts ($10, $20, $50, $100 and $200; £5, 
£10, £20, etc.), with the exact equivalent in the 
moneys of the principal foreign countries stated on 
the face of each check. (See Figures 8 and 4.) 
They may be cashed practically anywhere, are self- 
identifying and easily negotiated, and are therefore 
one of the safest and best forms in which to carry 
money when traveling. They are issued by all first- 
class banks at a small premiimi. 

So far as travelers are concerned, such checks are 
often more convenient than drafts. The latter must 
be cashed in one lump simi which may be much larger 
than the traveler wishes to carry on his person, and 
which may be a positive disadvantage if he passes into 
another country where a diflFerent currency is in use. 
The checks are for relatively small amounts, can be 
cashed as needed and are generally accepted by ho- 
tels and large stores, without imposing on the traveler 
the burden of cashing them at a bank. 

In view of the undoubted advantages in their par- 
ticular sphere which travelers' checks possess over 



68 DOMESTIC AND FOREIGN EXCHANGE 





IJ 

I 


(0 

q: 

hi 

J 
u 
> 
< 



8 

Pi 

X 




its 

< 






I 






S 



i 



U 




S *• L ■ 



:;il 



;^iK 












i 



il 



J|« 






n 



ii 






0^ 



OC 



O I 



mm 



lis 



K^ 



!l 



is* 

m 



J« 




I 



•3 






<4 8 



it 



1 

I 



iS 



JKVX8 T DKimAOn earaxMaoo mi us9z« AMAoana 
«o Kouoiaoaa xaoBUii Koaaan oaAVNonaa xTmomsM 
aaiajKnoa «hx ki xmnvAiAba axi «o <noo hi my* ■■ ori* 



M 

S 



I 

i 

3 
1^ 



FOREIGN REMITTANCES 



70 DOMESTIC AND FOREIGN EXCHANGE 

drafts, their greater cost, the widespread nature of the 
initial arrangements and the fact that the exchange 
charged by correspondents on the checks is met by the 
issuing bank, the slightly higher commission charge 
which is made by banks for travelers' checks is fully 
justified 

7. Payment of checks. — The issuing bank usually 
holds the paying agents of then- travelers' checks free 
from responsibility in cashing such checks, provided: 

(a) The holder signs them in the presence of the 
paying agent. 

(b) The signature of the holder and that of the 
countersigning officer agree with the signatures con- 
tained in the relative letter of indication. 

(c) The numbers of the checks are entered on the 
letter of indication. 

(d) The checks are negotiated within the period 
specified (usually twelve months from date of issue.) 

(e) The other general terms of the circular of in- 
structions are duly complied with.^ 

8. Payment to holders. — In countries specified on 
the face of the check the face amount of local cur- 
rency is paid to the holder without deduction except 
for revenue stamps (if any).^ 

1 This circular of instructions is generally printed in the principal com- 
mercial languages for the benefit of paying agents. 

2 Altho a l^xed amount of sterling is specified for Great Britain on the 
face of travelers' checks, it should be borne in mind that the sterling 
current in Australia, British South Africa, British West Indies, etc, 
is of a quite different exchange value. A similar remark may also be 
made regarding the colonies and dependencies of other countries which 
use the same currency (francs, etc.) as the respective mother country. 
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In other countries the equivalent of the sterling 
amount is paid to the holder at a rate of exchange 
which includes the commission and other charges of 
the paying agent. 

In countries where a revenue stamp is necessary the 
cost of such stamp is charged to the holder of the 
check.^ 

9. Redemption of checks. — Paid travelers' checks 
are redeemed as follows: 

(a) If paid in North America, they are forwarded 
to the New York oflEice or correspondent of the is- 
suing bank of redemption at the face amount of dol* 
lars plus the conmiission agreed upon.^ 

(b) If paid outside North America, they are for- 
warded to the London, England, branch or corre- 
spondent of the issuing bank for redemption at the 
face amount of sterling (or its equivalent) at the cur- 
rent rate of exchange plus commission at the rate 
agreed upon. (In the case of countries not specified 

In such places all travelers' checks arc paid at the current rate for pur- 
chasing exchange on the capital of the respective mother country. 

1 Hotels, steamship companies, department .stores, etc., usually accept 
travelers' checks in paymeiU of eustomert^ accounts, but do not bind 
themselves to cash checks for the purpose of providing the holder with 
funds. 

2 As travelers' checks paid in North America are checks on New York, 
banks at points where New York exchange is usually at a premium often 
make no commission charge for cashing the checks. 

In the case of Canadian banks which issue travelers' checks, it is cus- 
tomary to redeem each other's checks at par when the two banks con- 
cerned are represented locally. In other cases they are redeemed thru 
the Clearing House or otherwise by any branch of the issuing bank 
which is convenient for the purpose, at the face amount plus the usual 
commission on checks paid and redeemed in North America, namely, 
^0 of 1 per cent, minimum 5 cents each. 
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on the face of the check, the paying agent has ah*eady 
obtained his commission from the conversion of ster- 
ling into local currency and the checks are therefore 
redeemed at the face amount of sterling.) 

(c) Banks having extensive business relations with 
various Eiu'opean countries occasionally appoint their 
chief correspondents in the respective countries as 
central redemption agents for their travelers' checks. 
In such cases the paid checks are forwarded to these 
correspondents for redemption at the face amount of 
local currency plus the commission agreed upon, and 
are debited to the account which the issuing banks 
keep with these correspondents. 

(d) Hotels, department stores and private bank- 
ers often hand travelers' checks paid by them to a 
local bank for redemption, such third parties being 
allowed a commission of, say, %o of 1 per cent, which 
is added by the local bank to its own commission when 
forwarding the check to a central correspondent for 
redemption. 

10. Letter of indication. — Each purchaser of trav- 
elers' checks is fiunished with a letter of indication 
(Figure 5), usually bound with the list of paying 
agents, specifying the numbers of the travelers' checks 
sold to him and signed by the purchaser and the officer 
who countersigned the checks. It is indispensable to 
the security of the holder that this letter of indication 
be carried separately from the travelers* checks. 

A few institutions do not issue a letter of indica- 
tion with their travelers' checks. In these cases two 
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spaces, one at the top and one at the bottom, (See 
Figure 6) are provided on the check form for the 
signature of the holder. The first signature is made 
in the presence of the officer who issues the checks, 
and the second in the presence of the paying agent, 
who compares the two signatures to establish their 
identity. This system, however, readily lends itself 
to forgery should the checks be lost or stolen, as the 
presenter of the checks has a copy of the necessary 
signature before him while signing the checks, or the 
signatiu*e may be lightly traced in pencil in the space 
provided before presentation and covered with ink in 
the presence of the paying agent. 

During 1913 the F Miration Universelle des Sod" 
etes d* Hoteliers (with which the principal hotels of 
the world are associated) addressed a circular letter 
to the various issuers of travelers' checks stating that 
in view of the risk involved, pajnnent by the leading 
hotels of travelers' checks of this form would there* 
after be more or less uncertain, and suggesting that 
the banks adopt the safer method whereby the speci- 
men signatures of the purchaser and the countersign- 
ing officer are given in a separate letter of indica- 
tion. 

11. Lost travelers' checks. — The same care should 
be taken of travelers' checks as of money, and due 
precautions taken to avoid risk of loss. Should this 
occur, however, the holder is advised to commum'cate 
immediately by telegraph with one of the redemption 
agencies of the issuing bank or the branch at which 
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the checks were obtained, so that the presenter of 
such checks may be traced without delay. 

The issuing bank will usually refund to the owner 
the face value of lost or destroyed checks, or will issue 
a new supply in their stead, upon receipt of suflScient 
evidence of loss or destruction thereof and the execu- 
tion of a satisfactory bond of indemnity, provided the 
holder immediately notifies the bank by telegraph of 
the loss as mentioned above. 

Travelers' checks are useful for those carrying com- 
paratively small sums of money, as they can be nego- 
tiated at hotels, department stores, etc., where it is im- 
possible to seciu-e funds imder letters of credit, but 
those who require to provide themselves with large 
sums, say, $1,000 or over, will find a letter of credit 
more convenient. A good plan for many travelers 
is to carry both. 

12. Letters of credit. — The principal banks of the 
world issue letters of credit designed specially for the 
use of travelers. They are accompanied by a letter 
of indication (see Figure 7), and are of two kinds^ 
namely : 

(a) Domestic, drawn in local currency for use in 
the country where they are issued (Figures 8 and 
8A), and, 

(b) Foreign, usually drawn in sterling (Figures 
9 and 9A) . 

The holder of one of these credits may draw any 
sum he desires, up to the amount of the credit, thru 
correspondents at all the principal places visited by^ 
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To Our Cobbespondsnts : 

Gentlemexi, 

M 

whose signature is to be found below, is the holder of our Travelers' Checks 
as follows: 

No. X to No. X inclusive, 

of the denomination of $10. 

No. A to No. A inclusive. 

of the denomination of $20. 

No. B to No. B inclusive, 

of the denomination of $50. 

No. C to No. C inclusive, 

of the denomination of $100. , 

No. D to No. D inclusive, 

of the denomination of $200. 

We commend to your usual courtesies. 

Foe The Bank 



{Thia signature muH agree with the 
eountereignaiure on the checks.) 
SI6KATUBE OF 



{Must be ineerted <U the time the checks 
are purchased.) 



LETTER OF INDICATION ACCOMPANYING TRAVELERS' 

CHECKS 
Figure 5 

1 
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To OUB COBBESPONDENTS : 

Gentlemen, 

M 

the bearer of this letter, whose signature is to be found below, has been sup- 
plied with our Circular Letter of Credit No and we commend 

to your usual courtesies. 



Fob The Bank 



SIOKATUBE of 



LETTER OF INDICATION ACCOMPANYING LETTER OF 

CREDIT 
Fioube 7 

75 
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FlODBB 8a. CtlCDLAB (DoLLiU) LbTTBB OF ClBDIT (BaCk) 



CiKcuiAK Letter of Credit 

No 

£ Stg. 

issued bt 

THE BANK. 

To the Bankers 

named in our Letter of Indkation. 

This letter will he presented to you by 



in whose favor we have opened a credit of 

Sterling 

to be availed of by demand drafts on 

The Bankf London. 

which we request that you will negotiate at the current 
rate of the day, less your usudl charges. 

The drafts should bear the following clause: — 

** Drawn under Credit No "; they should be 

drawn within one year from the date hereof , and- the 
date and amount of each draft cashed are to be entered 
in the space provided on the back of this letter. 

M 

provided with a copy of our Letter of Indication, 

I whereon . . signature may be found. 

For The Bank. 



CIRCULAR (STERLING) LETTER OF CREDIT 

FlOURE 9 
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SPECIFICATION 

Of Payments Made Under This Letter 

OF Credit 



Date 

When 
Paid 



Paid by 



Amount in Words 



Amount 

in 
Figures 



I I 



CIRCULAR (STERLING) LETTER OF CREDIT (Back) 

Figure 9a 
80 
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business men and tourists thruout the world. A list 
of paying agents is supplied to each purchaser. 

13. Payment to the holder. — The holder draws a 
draft on the central correspondent of the issuing bank 
designated in the letter of credit for the amount of 
money he requires, and presents it to one of the pay- 
ing agents designated in the Ust of paying agents. 
The paying agent then compares the signature on the 
draft with that given in the relative letter of indica- 
tion, and authenticates the signature of the officers 
appearing on the letter of credit by means of the spec- 
imens he has on file. If the signatures are in order 
he makes payment and enters the particulars of the 
draft on the back of the letter of credit. 

In accordance with the usual banking custom the 
paying agent deducts his commission at the time pay- 
ment is made to the holder of the letter of credit, but 
should the letter of credit request him to make pay- 
ments without deduction, his commission is added to 
the amoimt of the draft when forwarding it for re- 
demption to the branch or correspondent of the issu- 
ing bank named in the letter of credit. If the letter 
of credit is not drawn in local currency, the paying 
agent makes payment at a rate of exchange which in- 
cludes his commission. 

The banker who pays the draft, exhausting the let- 
ter of credit, forwards it to the central agent together 
with the draft for redemption. 

Advised or restricted letters of credit are similar in 
form to circular letters of credit, except that they are 

XVII— 7 
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advised direct to the correspondents to whom they will 
be presented for payment, and specimen signatm*es of 
the holder are forwarded to these correspondents, so 
that* a letter of indication is minecessary. 

Letters of credit are available for the period speci- 
fied thereon only (generally twelve months or less), 
and paying agents should always take care to see that 
this period has not expired when a letter of credit is 
presented to them for negotiation. 

14. Circular notes. — Circular notes (often written 
in French) are similar in form, payment and redemp- 
tion to travelers' checks. They are issued for fixed 
even amoimts of a given currency (pounds sterling, 
dollars, etc.), and are payable at that amount with- 
out deduction in countries which use that currency. 
In coimtries where the local currency diflfers from that 
designated on the circular notes, the equivalent of the 
amount is paid at the current rate of exchange. The 
amounts of local currencies to be paid to the holder 
are not specified on the face of the note, and this 
constitutes the chief difference between circular notes 
and travelers' checks (see Figure 9b). 

15. Foreign money orders. — There is no cheaper, 
safer or more convenient means of remitting small 
siuns of money to any part of the world than that of 
foreign money orders (Figure 10). They are usu- 
ally drawn in sterling, the maximum amount of any 
one order being limited to, say, £25. For amounts 
in excess of this sirai it is cheaper and more conve- 
nient to purchase a draft. 
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16. Payment of orders. — ^Foreign money orders 
are not usually advised to the paying agents, but the 
issuing bank, as a rule, holds the paying agents of 
their foreign money orders free from responsibility 
in cashing them, provided: 

(a) The money orders are drawn on the proper 
form. 

(b) The amount of any one money order does not 
exceed the limit fixed by the issuing bank. 

(c) The signatures of the officers on the money or- 
der agree with the specimen signatures of authorized 
signing officers on file. 

(d) The money order is presented for payment 
within, say, twelve months of the date of issue. 
( After the expiration of this period the money orders 
are payable only at the head office of the issuing 
bank.) * 

PAYMENT TO HOLDERS 

(a) In Great Britain and Ireland the face amount 
of sterling is paid to the holder without deduction ex- 
cept for revenue stamps. 

(b) In countries other than Great Britain and Ire- 
land the equivalent of the sterling amount is paid to 
the holder at a rate of exchange which includes the 
commission and other charges of the paying agent. 
In countries where a revenue stamp is necessary the 

1 specimen fonns and signatures are, of course, supplied to the paying 
agents when the arrangement for the encashment of foreign money orders 
it made. 



86 DOMESTIC AND FOREIGN EXCHANGE 

cost of such stamp is charged to the holder of the for- 
eign money order/ 

EEDEMPTION 

(a) Foreign money orders paid in Great Britain 
and Ireland are redeemed by the London, England, 
branch or correspondent of the issuing bank, at the 
face amount of sterling plus the commission agreed 
upon. 

(b) Foreign money orders paid in coimtries other 
than Great Britain and Ireland are redeemed by the 
London, England, branch or correspondent of the is- 
suing bank at the face amount of sterling, 

17. Mail remittances. — To meet the requirements 
of emigrants and to facilitate the transfer of sums of 
money to places Where banking facilities are sqme- 
what limited, a special class of transactions, called 
mail remittances, has been instituted. By this system 
a bank in one country requests its chief correspondent 
in another coimtry to pay a certain sum to a specified 
person in that country, and encloses a draft in favor 
of the correspondent to cover the amoimt involved and 
the correspondent's commission (which is usually the 
same as for drafts ) . The correspondent in the coun- 
try then forwards the amount (or its equivalent in 
local currency) to the beneficiary by registered mail 

1 To meet cases where the issuing bank is asked to specify on a foreign 
money order the actual amount of local currency which will be paid to 
the beneficiary, a fixed rate of exchange (kronen S^.50, francs 25.10, marks 
90.30, etc., to the pound sterling) is established so that the expense of 
furnishing quotations at frequent intervals may be avoided. 
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or thru its agents in the town where the beneficiary 
resides. 

In order to make sure that the amount reaches its 
destination safely, the purchaser is furnished by his 
bank with two slips, one a receipt for the money he 
has paid and the other a notice (with translations 
thereof in various foreign languages) for transmis- 
sion to the beneficiary, which instructs him (the bene- 
ficiary) to communicate with the central correspond- 
ent if the simi mentioned thereon is not received within 
the course of a fixed number of days. (See Figure 
11.) 

REVIEW 

What is a demand draft? Describe some of the ways in which 
drafts are paid. 

What does a letter of advice usually contain? 

How are travelers* checks redeemed? 

What is a letter of indication? Why is it issued? 

What kinds of letters of credit are issued? How does the 
holder secure payment? 

When are paying agents of travelers' checks free from respon- 
sibility in cashing such checks? 



CHAPTER VI 

BILLS OF EXCHANGE 

1. BSJs of exchange. — It has already been indicated 
that the fundamental purpose of a draft or bill of ex- 
change is to settle debts and thus avoid the necessity of 
shipping gold. To satisfy a debt in one country by 
offsetting the amount against a debt due in another 
country, leaving only the difference, if any, to be re- 
mitted in gold, is no less effective a means of payment 
w a double shipment of money, and is obviously far 
more economical. In this way, the difference or bal- 
ance of payments as it is called, is settled by the debtor 
nation shipping gold or arranging a postponement of 
payment by means of finance bills or other corrective 
transactions. 

A check is merely a demand bill of exchange drawn 
on a bank. Bills of exchange or drafts, as we shall 
now call them, assume a variety of forms and tenor, 
but, no matter what their currency of form, the un- 
derlying principle is the same, namely, that of a cred- 
itor drawing a draft upon an actual or constructive 
debtor. 

Bills of exchange can be broadly divided into two 
classes according to their currency, known as short 
and long exchange. 

80 
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Short exchange includes cahle transfers, check bank 
drafts, sight or demand drafts. Travelers' checks, 
money orders and other forms of non-commercial re- 
mittances come mider this heading. 

Long exchange includes all drafts with a currency 
of eight days or over, such as thirty and sixty-day 
commercial biUs and bankers' long bills. 

2. Sight drafts. — Checks and demand or sight 
drafts, whether drawn on a bank or a commercial 
house, have no days of grace for payment and must be 
paid on presentation, or protested. As a rule the sale 
of demand exchange is confined principally to banks, 
commercial drafts being usually drawn on time. 

-The rate or price of demand or sight exchange, un- 
der modern conditions, may be considered as the basic 
rate on which all rates for time exchange are calcu- 
lated. The old usance or sixty-days' rate, obtaining 
between London and New York, on which rates used 
to be calculated is a relic of the days of slow. going 
sailing vessels. In practice, of course, given the rate 
of interest, the rates of exchange are quickly con- 
verted from one to the other. Under normal condi- 
tions, a sight draft drawn in New York or London 
will be presented and paid six to eight days after nego- 
tiation in New York, and is therefore, as regards time 
lost in transit, on a par with a shipment of gold. 
The difference between the export gold point and the 
demand rate is represented by the freight, insurance 
charges, etc., on the shipment of gold. It is, of course, 
necessary for banks transacting a regular foreign ex- 
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change business to maintain balances with the various 
foreign correspondents against which they can draw 
demand drafts and sell cable transfers. Funds for 
these balances are provided by remitting quantities of 
different kinds of exchange which have been piu-chased 
from customers and others. Demand and other short 
date items are credited immediately : acceptance is ob- 
tained of the longer date items which are discounted 
and credited by the correspondent as occasion requires. 
The selling of demand exchange and cables against 
remittances of the same is the most elementary form 
of foreign exchange. A banker, for instance, pur- 
chases a demand draft on London for £10,000 at the 
current rate of exchange, say $4.86, and remits the bill 
to his London correspondent, at the same time he 
sells his own check or checks on London for the same 
amount at say, $4.86%; the two transactions reach 
London by the same mail and offset each other. 
Apart from the expense of conducting his business^ 
he clears $50 on the transaction and is not out of the 
use of his money, for more than a few hours at the 
most. If the checks sold by the banker miss the 
mails by any chance, the banker has the use of the 
money in London until the mail is received; hence the 
importance of watching the mail service closely in 
exchange transactions. This illustration is, of course, 
elementary and bankers do not often make money 
this way; but it shows the principle on which foreign 
exchange transactions are based. Banks are con- 
stantly purchasing every kind of exchange and for- 
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warding it to their foreign correspondents by whom 
it is converted into an available balance. In any case 
there is constantly accumulating to the credit of the 
New York banker a balance against which he is able 
to sell exchange and cables and meet his maturing 
obligations. Under normal conditions, owing to the 
reliability of the mail service, a banker is able to esti- 
mate very closely the position of his London balance 
and as a rule receives a cable from his correspond- 
ent at the end of each day. 

8. Cable transfers. — ^A cable transfer or "cable," as 
it is more generaUy called, is a transfer of funds by 
cable, no question of interest being involved as pay- 
ment is immediate. Apart from this a "cable" differs 
from a check only in the fact that the banker abroad, 
is told to pay out the money, by a cable, instead of by 
a written order or check sent by mail. The cable 
despatches should be sent the night before, or early 
on the morning of the day on which payment is due ; 
otherwise, owing to the difference of time between 
New York and London, the London bank will be 
closed and the pajrment delayed until the following 
day. As the money is received and paid on the same 
day, it is obvious that the banker must charge a higher 
rate of exchange for a cable than he would for a check, 
because he has the use of the amount of the latter 
while it is in transit. The mail time between the two 
points involved and the current interest rate at the 
paying point are the main factors which determine the 
di£Ference in the rate of exchange between cables and 
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demand drafts. The higher the rate of interest and 
the .slower the mail steamer, the more the quotations 
diverge. With a demand rate of exchange at $4.86 
on an eight-day steamer and a London market rate at 
4% per cent, the cable equivalent would be 4.8652; 
4.86+. 0052 (8 days' interest). These rates are ren- 
dered more or less divergent according to the supply 
of or demand for checks and cables respectively. 

4. Unusual rates for cables. — It has already been 
noted that the outbreak of the European war raised 
cable rates on London to an unprecedented point. 
In his work on "International Exchange" Mr. A. W. 
Margraff summarizes the conditions which produce 
abnormal rates as follows: 

1. Flurries on the New York Stock Exchange with the 
incidental abnormal high rates for money, frequently induce 
New York bankers to sell their checks on London for amounts 
largely in excess of their cash credit balances in the hands 
of their London bankers, and enables them to relieve the 
stringency of the money market and at the same time obtain 
a higher rate of interest by loaning the money realized in 
selling their London checks. 

The manner of covering these checks prior to their presen- 
tation for payment in London is and can be effected only 
thru the purchase of cable transfers, and these operations 
when indulged in extensively, naturally create a brisk market 
demand for cable transfers and fancy prices in many in- 
stances have to be paid. 

2. Exceptionally high rates for London checks, caused by 
an unexpectedly heavy inquiry and a scant supply of com- 
mercial bills of exchange, might tempt the aggressive banker 
to avail himself of the high price by selling his checks on 
London short, basing his calculations on a decline in the 
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price of exchange, during the transit of his checks to a point 
where he can buy cable transfers in reimbursement for ap- 
proximately the same rate he sold his checks, and in that 
event he would have had the free use of the proceeds of his 
sale of checks in the interim for loaning purposes. 

Unforeseen circumstances often offset the calculations of 
the financier, and instead of the anticipated decline, the mar- 
ket has remained stationary or in fact had an advance and 
in the face of these conditions the many short sales of checks 
must still be covered by cable transfers at about any price 
the seller may dictate. 

3. The fortnightly settlement days on the London Stock 
Exchange occurring about the middle and the end of each 
month influence also the price for cable transfers, and New 
York banking firms engaged in transactions in the London 
market frequently are called upon, especially in a wide and 
fluctuating market, to protect their operations by the cash 
payment on these days, of very large sums of money that are 
transferred by telegraph and result in a heavy demand for 
cable transfers. 

4. There are many bankers not averse to having their for- 
eign accounts show a debit balance at various times thruout 
the half-yearly account periods, and who thru a sentiment of 
pride and an implied request on the part of their European 
friends, always close their accounts on 30th June and 31st 
December with a liberal cash credit balance created in most 
cases at the last moment by the purchase of cable transfers. 

The demand for cable transfers thru this source is suffi- 
ciently large to induce some bankers to establish large credit 
balances with their London friends during the months of 
June and December, thereby placing themselves in a position 
to sell cable transfers on ^9th June and 30th December at 
the advanced prices which usually obtained then. 

5. JLong exchange, — ^Long time drafts may be 
divided into bankers' long bills and commercial long 
bills; both classes are drawn at sixty or ninety days 
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after sight, except in special cases, when the time limit 
may be longer. 

Commercial long bills with or without docmnents 
attached are drawn on foreign debtors by merchants 
and importers against shipments of goods abroad; 
they are usually purchased by bankers who remit 
them to their foreign correspondents for collection 
and credit and sell their own bills against the balance 
so created. 

When a bill of exchange is drawn for the exact 
value of the goods exported and has the bill of lading, 
insurance certificates, etc., attached, it is known as a 
"documentary" biU of exchange. It is accompanied 
by instructions attached to surrender the documents 
on payment (D/P) or on acceptance (D/A). If no 
documents are attached to a bill, it is known as a 
"clean" bill of exchange. Bankers' bills are invari- 
ably clean bills, while commercial bills, imless drawn 
by a house of high standing on another of equal rating, 
are usually documentarj% 

Bills of exchange and the accompanying docu- 
ments are usually drawn in duplicate. The originals 
are forwarded on the first outgoing steamer, the 
duplicates are sent by the next mail. Sometimes the 
second bill of exchange is retained until a satisfactory 
sale can be made, in which case the maturity of the 
bill is based on the date that the first of exchange was 
accepted in London, accurately determined by the ar- 
rival of the mail boat. The second bill of exchange 
bears the name and address of the holder of the ac- 
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cepted bill. Before payment the duplicate is at- 
tached to the original. A bill of exchange may be 
taken up any number of times before it is due and 
be put into circulation between each payment, but 
once it is paid by the acceptor on its becoming due it 
cannot again be put into circulation. 

6. Influence of the interest rate. — ^A bill drawn, 
say, on London at sixty days after sight is obviously 
not worth as much to the purchaser as a demand bill. 
He has to pay for a sixty-day bill on deUvery, send 
it over to London, obtain acceptance, and wait sixty- 
three days after acceptance before the bill matures 
and is paid; in other words, there is sixty-three days 
difference between the ciu*rencies of a demand and a 
sixty-days' bill. Should the purchaser find it incon- 
venient to await the maturity of the bill, he can in- 
struct his correspondent in London to discoimt it at 
the current rate, and have the proceeds placed to his 
credit. In all exchange calculations, therefore, the 
rate of interest is based on the current rates obtaining 
in the country on which the bill is drawn, this rate 
varies slightly according to the nature of the bill. 
The rates applicable to various classes of bills are, 
roughly, as follows: 

Clean bills drawn on bankers — ^private discount 
rate. 

Clean bills drawn on first-class firms — ^^% above 
private discoimt rate. 

Bills, with documents deliverable on acceptance — 
%% below Bank of England minimum discount rate. 
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Bills drawn at over sixty-days, sight, bear a higher 
rate of discount, as a rule, than the market rate for 
sixties, owing to the element of risk on account of the 
possible change in the discount rate during the cur- 
rency of the bill. It is obvious that if the London 
rate of discount happens to be higher than the New 
York rate, the purchaser of a sixty-days' bill would 
probably prefer to allow the bill to run to maturity 
rather than discount it in London and use the pro- 
ceeds in New York. Conversely, if the London rate 
was the lower he would prefer to discount the bill and 
withdraw the proceeds for use in New York. From 
the foregoing it will be seen that the London rate 
has a powerful influence on the exchange market. 
The higher the rate of discoimt the greater the di- 
vergence between the rate of exchange on long and 
short bills on London. A change in the interest 
rates of either London or New York is immediately 
reflected in the price of any bill. The conversion 
of a demand rate to a sixty-days' rate includes an 
allowance for interest and British revenue stamps 
(1 shilling per £100). With a demand rate of 4.87 
and a private discount rate in London of 8^%, a 
banker's clean bill is worth 4.8385 as the following 
calculation shows: 

New York demand rate on London $487. per £100 

less 63 days' interest at 3%% . . 2.93 
Stamp duty Ho% 24 3.17 

$483.83 
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or the nearest commercial rate, $4.8385 per pound 
sterling. Elsewhere it has been shown that exchange 
rates between two countries either correspond or tend 
to correspond; this applies, however, only to the de- 
mand rates. 

7. Commercial long bills. — Conmiercial long bills 
are drafts drawn at thirty days or over by exporters 
on foreign customers, or upon banks abroad desig- 
nated by the latter. A bill of this kind is usually ac- 
companied by a bill of lading and other documents. 
Where a draft is drawn on a very good house abroad, 
or a bank, the documents are delivered upon the ac- 
ceptance of the draft. Such drafts are known as 
"acceptance bills" or D/A. 

Where the drawee's standing is less well-known or 
where the merchandise is perishable, documents are 
delivered only on actual payment of the drafts. 
These drafts are known as "payment bills" or D/P. 
In the case of a draft marked D/A, the drawee 
can obtain possession of the relative goods as soon 
as he, or the bank representing him, has accepted 
the draft. If the draft be marked D/P, the drawee 
must pay the draft (less a rebate for any imex- 
pired time it has to run to maturity) before he can 
obtain the merchandise. When D/P bills are drawn 
against perishable goods they are invariably taken 
up "under rebate." Payment bills are not discount- 
able, even after acceptance, as they are liable to be 
paid any time before matiu*ity and must, therefore. 
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remain in the portfolio of tl^e bankep.whfi presented 
them for acceptance, ^'Acfceptaiice bills/* on the 
other hand, become clean bills after acceptance, they 
are discountable in the London discount market and 
may change half a dozen times before maturity. 

The purchase of documentary bills drawn by re- 
liable firms is a fairly safe operation, the buyer being 
protected by the bill of lading which is indorsed to 
him, but judgment should be exercised as regards the 
financial standing of the drawer and drawee, es- 
pecially in the case of "acceptance bills," and consid- 
eration should be given to the nature of the relative 
goods. 

8. Banker^ long bills. — ^Drafts drawn at sixty- 
and ninety-days, sight, on foreign correspondents 
by bankers in the United States and Canada, form an 
important fax=tor in international exchange opera- 
tions. These bills originate in the regular coiu*se of 
a foreign exchange business and are based on a 
variety of transactions. Many of them are thirty- 
and sixty-days' bills and are sold to customers of the 
bank, who prefer this method of remittance to that of 
piu*chasing demand drafts or cable transfers. Some 
arise from a desire to anticipate a change in the rate 
of exchange, while others represent purely financial 
transactions, such as placing a foreign loan in New 
York. These latter operations are explained in the 
chapter on Finance Bills. 

9. Bills of exchange that involve more or less risk. 
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— ConciPTOing;:thp;yisk incurred in the purchase of 
documentary' extharige',' A. W. Margraff in his book 
^'International Exchange" writes as follows: 

BUls of exchange that rnay he purchased safely. — Bills 
accompanied by documents covering staple, non-perishable 
merchandise can be readily resold in the market where con- 
signed in the event of forced sale by reason of non-acceptance 
or non-payment by the drawees of the appertaining bill, and 
the inability of drawers to reimburse the purchaser of the 
bill upon demand for the amount originally paid them, plus 
expenses. 

The proceeds realized upon merchandise disposed of under 
forced sale would be applied on account of the amount of 
reimbursement demanded of drawers, and provided the mer- 
chandise was of the nature just referred to, would almost 
liquidate the purchaser's claim against the drawers, and the 
small balance still due to the purchaser may be recovered 
with little difficulty from the drawers. If, however, they 
have failed in the meantime, then the purchaser would have 
a creditor's claim for such balance against the insolvent 
drawers. 

The possibility of such a loss is very remote in view of 
the fact that the majority of drawers of bills of exchange 
(exporters) have all refused bills, immediately referred to 
their own agents abroad for protection. 

Staple and non-perishable merchandise includes flour and 
other manufactured cereals such as corn meal, oat meal, 
hominy, etc. ; farming implements, canned meats, fresh meats 
and other provisions, when the fresh meats and provisions 
are shipped in refrigerator cars and vessels of modem type, 
and warehoused in cold-storage plants upon the arrival at 
destination, if not immediately taken up by drawees. 

Bills involving more or less risk, — Bills accompanied by 
documents representing shipments of perishable merchandise, 
such as butter, cheese, fresh fruits, etc., that are liable to 
deterioration in quality, or to absolute loss, during transit. 
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Bills with documents showing collateral security of live 
cattle, horses or other live animals, necessitating the expense 
of help and feed during transit for the maintenance of life, 
as a refusal of such annexed bill would depreciate the value 
of the security, day by day, to the extent of such expense 
incurred. 

In addition to the liability of drawers and indorsers, if 
any, purchasers of documentary bills are secured by the 
financial responsibility of the acceptors on and after accept* 
ance until actual payment of the bills. 

The liability of drawers continues after the acceptance of 
bills, remains in force during the whole life of the bills and 
ceases only upon payment. 

The primary conditions of the desirability of the purchase 
of any bill of exchange depend upon the moral and financial 
standing of the parties thereto, and the liabilities just stated 
of the parties should be quite ample in the majority of cases. 
Further, these bills possess another element of protection 
against a possible loss in this, that they are supplemented 
by documents covering salable merchandise with title con- 
tinuing in the purchaser of the bills until payment at matu- 
rity, or retirement prior to maturity, of the respective bills 
of exchange. 

APPLICATION FOR COMMERCIAL CREDIT 



New York, 

GvKRATsm Trust Compaky of New York. 
Dear Sirs. 

Please issue for our account a Documentary 
Credit in favor of 



for £ drafts at, 

against cost of shipment of, . 

from to. . . . , 

In force until first day of 

Insurance effected in 

Kindly advise the Credit by 
Cable 

Tours truly, 
Figure 14. 
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Credit No 

£ Sterling 

GUARANTY TRUST COMPANY OF NEW YORK 

New York, 191. . 

To the GuAHAKTT Trust Compakt op New York, 
33 LoMBAju) Street, 

London. 

Gentlemen: 

A t the request and for account of 

v>e hereby authorize 

or any parties whose drafts you may be directed by., , .written order, or 

by us, to accept under this credit, to veUue on you at for any 

sum or sums not exceeding in all 

Pounds Sterling (say £ Sterling) to be used as may 

direct for invoice cost of 

to be purchased for account of 

and to be shipped to a port in the United States 

The Bills must be drawn in 

prior to the first day of 

and advice thereof given to you in original arid duplicate, such ctdvice to 
be accompanied by Bill of Lading filled up to order of the Guaranty Trust 
Company of New York (with copy of invoice) for the property shipped 
<u above. 

All the Bills of Lading issued^ except one sent to us by the vessel 
carrying the cargo, and one retained by the captain of the said vessel, are 
to be forwarded direct to you. Copy of invoice, properly certified by the 
U. 8. Consul to be forwarded to us by the vessel, also advice of each Bill 
drawn. 

And we hereby agree with the drawers, endorsers, and bona fide hold^ 
ers of Bills drawn under and in compliance with this credit, that ths 
same shall be duly honored on presentation at your office in London. 

We are, Gentlemen, 

Your obedient servants. 
Guaranty Trust Company of New York, 
by 



Manager. 



N. B, Bills drawn under this credit must be marked Drawn 
under Guaranty Trtuit Company of New York 

Letter of Credit No dated 

for £ 

Insurance in order at 

Figure 15. 
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New York, 191.. 

To the 

GUARANTY TRUST COMPANY OF NEW YORK 

Oentlemen: 
Having received from you the Letter of Credit of which a true copy i$ 

on the other tide, hereby agree to its terms, and in consideration 

thereof agree with you to provide m New York, twelve days previous 

to the Maturity of the Bills drawn in virtue thereof, sufficient funds in 
cash, or in Bills on London, satisfactory to you, at not exceeding sixty 

days!' sight, and endorsed by ^f , to meet the payment of the same with 
per cent commission and interest as hereinafter pro- 
vided, and ^ undertake to insure at ^^ expense, for your benefit, 
we our 

against risk of Fire or Sea, all property purchased or shipped pursuant 
to said Letter of Credit, in Companies satisfactory to you, 

agree that the title to aU property which shall be purchased or 

shipped under the said credit, the bills of lading thereof, the policies 
of insurance thereon and the whole of the proceeds thereof, shall be and 
remain in you until the payment of the bills referred to and of all sums 
that may be due or that become due on said bills or otherwise, and 
until the payment of any and all other indebtedness and liability now 

existing or now or hereafter created or incurred by to you on any 

and all other transactions now or hereafter had with you, with authority 
to take possession of the same and to dispose thereof at your discretion 
for your reimbursement its aforesaid, at public or private sale, without 
demand or notice, and to charge all expenses, including commission for 
sale and guarantee. 

Should the market value of said merchandise in New York, either be- 
fore or after its arrival, fall so that the net proceeds thereof (all ex- 
penses, freight, duties, etc, being deducted) would be insufficient to 

cover your advances there against with commission and interest, fur- 
ther agree to give you on demand any further security you may require, 
and in default thereof you shall be entitled to sell said merchandise forth- 
with, or to sell "to arrive/' irrespective of the maturity of the accept- 
ances under this Credit, ^ being held responsible to you for any deficit, 

which bind and oblige J!!^ffiJ^^ to pay you in cash on demand. 



we ^ ourselves 



me 



It is understood that in aU payments made by J to you t» the United 

us 

States, the Pound Sterling shall be calculated at the current rate of 
^exchange for Bankers Bills in New York on London, existing at th^ 

FiouBX 16. 
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time of settlement, and that interest shall be charged at the rate of five 
per cent per annum, or at the current Bank of England rate in London 
if above five per cent. 

Should anticipate the payment of any portion of the amount pay^ 

able, interest is to be allowed at a rate of one per cent under the cur- 
, rent Bank of England rate. 

In case should hereafter desire to have this credit confirmed, al- 
tered or extended by cable {which will be €tt ^^ expense and risk), 

hereby agree to hold you harmless and free from responsibility from 
errors in cabling, whether on the part of yourselves or your Agents, 
here or elsewhere, or on the part of the cable companies. 

This obligation is to continue in force, and to be applicable to all 
transactions, notwithstanding any change in the composition of the firm 
or firms, parties to this contract or in the user of this credit, whether 
such change shall arise from the accession of one or more new partners, 
or from the death or secession of any partner or partners. 

It is understood and agreed that if the documents representing the 
property for which the said Credit has been issued are surrendered under 
a trust receipt, collateral security satisfactory to the Company, such as 
stocks, bonds, warehouse receipts or other security, shall be given to the 
Company, to be held until the terms of the credit have been fully satis- 
fied, and subject in every respect to the conditions of this agreement. 

It is further understood and agreed in the event of any suspension, 

or failure, or assignment for the benefit of crecUtors on ^^ part, or of 

the nonpayment at maturity of any acceptance made by ^f , or of the 

us , 

nonfulfillment of any obligatioti under said credit or under any other 
credit issued by the Guaranty Trust Company of New York on*^ 

CKCOunt, or of any indebtedness or liability on ^^ part to you, all obli- 
gations, acceptances, indebtedness and liabilities whatsoever shall there- 
upon, at your option then or thereafter exercised, without notice, mature 
and become due and payable, 

FiouBE 16. {Continuation) 

10. Letters of credit. — There are two well-known 
forms of letters of credit: 

1. Circular lettel's of credit, to be used by travelers and 
tourists. These are addressed to the foreign correspondent 
of the issuing bank in favor of the holder. 

2. Commercial letters of credit, to be used in trade. These 
take the form of a letter addressed by a bank to a foreign 
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merchant, authorizing him to draw on the issuing bank's cor- 
respondent in a certain place (generally a financial center 
such as London or New York) for a specified amount repre- 
senting the cost price of certain goods ordered by the bank's 
customer, on whose behalf the credit is issued. The letter 
designates a time-limit and specifies that all drafts shall be 
accompanied by the relative invoice, bill of lading, insurance 
policy, consular certificate, etc. 

Before issuing a commercial letter of credit the 
bank requires the customer to sign an application 
form (Fig. 14 on page 103) setting forth the par- 
ticulars and terms of the shipment and giving instruc- 
tion in regard to terms, insurance, etc., all of which 
are embodied in the letter of credit, which is issued by 
the bank in four parts, namely, one original and three 
copies (these copies however vary but slightly from 
the original) • 

1. The original is addressed to the foreign merchants in 
whose favor the credit is issued (Fig. 15). This is handed 
to the customer, who forwards it to his correspondent. 

2. A copy is addressed to the London or New York bank 
on which the credit is issued, authorizing it to protect the 
drafts against the credit when drawn in accordance with 
the terms and conditions thereof. 

S. A copy of the original is delivered to the customer for 
his files. 

4. A copy is retained by the bank issuing the credit. 

On the reverse side of the last two copies is a receipt, 
signed by the customer, incorporating an agreement 
regarding the basis on which the bank is to be re- 
imbursed, and the amount of its commission (which 
varies according to the currency of the bill drawn )• 
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The bank's rights in case of default in payment or 
other difficulties is also defined (Fig. 16) . 

Commercial letters of credit are invaluable factors, 
and in the promotion of international trade and com- 
merce greatly facilitate the negotiation of bills of ex- 
change, not only in the import business of a country 
but also in the export business. Letters of credit, tho 
not themselves negotiable, render valuable service to 
commerce by facilitating the drawing and negotiation 
of bills of exchange thruout the world. These two 
phases are dealt with fully in later chapters. 

REVIEW 

What are the two classes of bills of exchange and what does 
each include? 

How does a cable transfer differ from a check? Why are 
higher rates of exchange charged for it than for a check? What 
are the main factors which determine the difference in exchange 
rates between cable transfers and demand drafts? 

What conditions will tend to produce abnormal cable rates? 
Discuss. 

What are: (a) commercial long bills; (b) documentary bills of 
exchange; (c) clean bills of exchange? Give an illustration of a 
clean bill and of a documentary bill. 

Describe the kind of bills of exchange which are considered 
safe to buy and those which involve risk. What are the primary- 
conditions which make the purchase of a bill of exchange desira- 
ble? 



CHAPTER VII 

A DAY IN AN EXCHANGE BOX 

1. Practical exchange. — ^A very practical way to 
obtain an insight into foreign exchange is to study 
actual counter operations. 

We have already seen how the rates are obtained 
from New York, Therefore, in our operations, we 
shall use the quotations given and consider them as the 
cost price to us of the various exchanges. 



Bulletin: Buying: Selling: 

London 

Cable 4.8575 4.8725 

Demand 4.8595 4.8^ 4.87 

60-days 4.8200 4.810 

Commercial Bankers 4.89S5 

Paris 

Checks 5.20%— :J42 *1^ 

Checks 19.20 cts. 19.30 cts. 

Berlin 94li4e 94% 

HoDg Kong 49 49.20 



In the examples which follow, the allowance made 
for profit is nominal and the explanations necessarily 
brief; hence reference should be made to the more de- 
tailed information given in later chapters. 

In practice, the conversions are, of course, arrived 
at by the use of exchange tables, but the actual work- 

109 
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ing of conversion will be shown in the examples here 
given. 

2. Demand sterling sold, — Our first customer is 
Mr. Bryant, who wants to send £420 to London. 
We quote him 4.87 and ask him to fiU up and sign a 
requisition form. This form should be used in con- 
nection with the sale of every kind of draft, foreign 
or domestic, as it eliminates the risk of misspelling 
names and of making other similar errors. 

In miing out a sirling draft, great cire should 
be taken to avoid wide spacing. The figures should 
be made very clear. The amount, commencing at 
the extreme left, should be written on a single line if 
possible. Shillings and pence, if there are any, 
should be written in full. Fractions of a penny 
should not be used. In England, checks are com- 
monly written with the shilling sign (/) ; thus 7/2 
means seven shillings and two pence, but the former 
method is safer. 

By the exchange tables \^e find that Mr. Bryant 
must give us a check for $2,045.40. 

Conversion : 420 x 4.87 = 2,045.40. 

Mr. Meyers, a lawyer, now makes a requisition for 
the equivalent of $1,000, the amount of a legacy he has 
to remit to England, for which we give him a draft for 
£205-9-7, at $4.86%. 

Conversion: ^ =205.48 or in money 

£205.9s7d. 
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Mr. Meyers has also to cable £1,000 to one of his 
clients in London, for which we require explicit in- 
sbnictions on the requisition regarding the name and 
address of the payee, and similar items. We charge 
at the rate of $4,872$ per pomid sterling and, in addi- 
tion, the cost of the cable message, $2.00 ; the total is 
$4,874.55. Care should be taken in coding the cable, 
which should be checked by another oflScer. 

The message, in plain English, not in code, should 
be forwarded to the London correspondent.] 

3. Sterling purchased. — Mrs. EUen Smith brings 
in a crossed check^ for £180, which we place to her 
credit at 4.82% realizing $868.50. The check is pay- 
able to the order of Mrs. John Smith, and as the Eng- 
lish banks are very particular about the indorsement's 
being exactly the same as that on the face of the check, 
we ask Mrs. Smith to sign it "Ellen Smith, wife of 
John Smith." If it is payable to Mrs. Ellen Smith it 
should be indorsed "Ellen Smith," the "Mrs." being 
disregarded. Indorsements on foreign checks or 

lA check is crossed by drawing two parallel transverse lines across 
its face, with or without tiie words "and Oo.** This constitutes a "general 
crossing^ and the bank on whom it is drawn must pay it only thru another 
bank, or receive it on deposit direct from the payee. If the name of a 
particular bank is written between the lines, the check is ''crossed 
specially" and can only be paid thru and to that bank. If the holder of 
a crossed check is a customer of the drawee bank, the latter need not 
pay cash, but may credit the customer's account, and the customer can 
withdraw the amount by check if he so desires. 

The crossed check is not used in Canada or the United States, tho 
it is authorized in Canada by the Bills of Exchange Act (Sec. 168-175). 
In England, however, where identification is not so strictly enforced by 
the banks, the object of crossing checks is to prevent their being paid 
to the wrong holders. 
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drafts should always be written, never stamped. 

Sangster and Company, produce dealers, oflfer a 60 
days sight draft, with documents attached, for 
£2,000 against a shipment of cheese to be surrendered 
on payment (D/P). We place the sum of £2,000 
to their credit, after seeing that all the papers are in 
order and properly indorsed. Since the rate given 
is $4.81, they realize $9620. 

Attached to the draft, which is made out in dupli- 
cate, are : — 

Marine bill of lading (in duplicate). 
Certificate of insurance for £2,150. 
Letter of hypothecation.^ 

Before mailing, we indorse by written signature all 
docimients to the order of our London correspond- 
ent. The duplicate draft and bill of lading are sent 
by the next mail. 

4. French exchange. — The first customer for 
French exchange wants a draft for fcs. 300.25. We 
sell to him at .1930 and receive $57.95. (These rates 
advance by hundredths of a cent.) 

We are careful to write out the date in words, for 

1 A ."letter of hypothecation" is a certificate attached to a documentary 
bill of exchange and signed by the drawer. It describes the nature of 
the shipment, etc., and states in effect (1) that the bill of lading is 
lodged as collateral security for the acceptance and payment of the 
draft, (3f) that in case of dishonor the holder is authorized to dispose 
of the goods and apply the proceeds toward payment of the draft and 
the expenses incurred, (3) that the drawer holds himself liable for any 
deficiency, and agrees to pay same on demand. When an exporter sells 
a number of bills of exchange to a bank, a general, or blanket, hypotheca- 
tion certificate is given to apply to any and all bills of exchange pur- 
chased from him. 
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otherwise a check would be treated as a bill and taxed 
accordingly. 

The body is filled in as in dollar checks, and the 
memorandum reads fcs. 800.25. 

The next requisition is for a draft on Paris for 
fcs. 5,000 at 5.19%. When francs are quoted this 
way, so many francs for one dollar, we decrease the 
rate in selling; in other words, we buy high and sell 
low. Paris funds cost us 5.20 %-K2 or 960.08 for 
fcs. 5,000; if we sell at 5.19% we shall receive $962.69, 
making a profit of $2.61. 

If we quoted 5.20 we should receive $961.53, a 
profit of $2.05. 

Conversion f;^ = $962.69. 

A decrease in the rate % centimes corresponds to 
a profit of Vs of one per cent on the dollar amount. 

5. German exchange.— Kr. Jenkins wants to send 
1,000 marks to his daughter in Berlin, for which we 
charge him $287.19 at the rate of 94% cents per 4 
marks. 

Conversion: '^^ = .2371875 the value of one 

mark in cents, or $237.19 for 1,000 marks. The 
draft should be filled out in marks, in order to avoid 
odd pfennigs. See that the draft reads pay "out of 
money at our credit" or "out of balance," or that there 
are words to that effect, since otherwise it will be sub- 
ject, as are bills of exchange, to stamp taxes %o of one 
per cent. 

German exchange is also quoted at so many cents 

XVII-9 
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to the mark, advancing by steps of .01 cents, 24.01, 
24.02, etc., and a fluctuation of 1 cent means about 
42 cents on $1,000. The conversion requires no ex- 
planation. An advance of %c per 4 marks cor- 
responds roughly to Vs of one per cent on the dollar 
amounts. 

6. Sundry drafts. — ^Won Lung, who, by the way, is 
a very close figurer on exchange rates, wants a draft 
on Hongkong for $100 local currency, for which we 
quote him $49.20 for each Mexican or, as it is called, 
local-currency dollar. His draft, therefore, costs 
him $49.20. In making out the draft on Hongkong, 
"One hundred dollars Local Ciu-rency," (the use of 
"cents" should be avoided if possible) should be writ- 
ten in the body of the draft. Drafts on Hongkong 
are generally made^out to bearer; so that the remitter 
runs considerable risk in using them. 

If Won Lung had asked for the equivalent of $100 
in local currency he would have received a draft for 

Loc. Cur. $203.25 or -^ 

Belgium, Switzerland and Italy are members of 
the Latin Union, and their monetary system and quo- 
tations are similar to that of France, with the ex- 
ception that the franc is called the lira (plural lire). 
In Italy there is very little demand for drafts 
on other countries of Europe, and such demand is 
only for small amoimts for individual use. Large 
transactions are settled by means of drafts on the bi^ 
centers — London^ Paris and Berlin — ^and exchange 
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on these points generally commands a premium in 
other European cities. 

7. Travelers^ checks. — The next customer is Mr, 
Brown, who intends to visit Europe and who asks us 
to arrange his finances for the trip. He requires a 
letter of credit for <£l,000, travelers* checks for $500 
and £10 in sovereigns. 

Travelers* checks, altho sold and payable in dol- 
lars (in denominations of $100, $50, $20 and $10) 
are also payable in the principal foreign countries for 
the f uU fixed amounts in foreign currencies printed on ' 
the face of the checks ; there is no deduction for com- 
mission. In those colonies which use the same cur- 
rency as their mother countries, the checks are payable 
at the current rate for purchasing exchange on the 
capitals of the respective mother countries. 

Travelers* checks may be cashed practically any- 
where. They are self-identifying and easily nego- 
tiated. Mr. Brown pays $502.50 ( % of one per cent 
comuoiission) and receives: 

1. A book of checks of the denominations he requires. 

2. A list of correspondents, hotels, etc., that will cash the 
checks. 

3. A letter of identification, which he signs in our pres- 
ence and which is used by the correspondents for comparison 
with the signatures on the checks when he obtains the cash. 
This letter also contains the numbers and amounts of the 
checks. 

Some banks do not use a letter of identification, 
but require a signature of the customer to be placed 
on each check before issue. Thus every check carries 
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its own identijfication but the risk is greater than when 
the letter is used. 

8. Issue of a letter of credit. — ^We now come to the 
circular letter of credit and give Mr. Brown : 

1. The letter itself for £1,000. 

2. A letter of indication bearing his signature. 

3. A list of correspondents from whom money- may be 
drawn. 

Mr. Brown signs an agreement that any check 
drawn by him against the credit shall be charged to 
his account at the current rate of exchange of the day 
when presented to us for redemption, plus a commis- 
sion of one per cent. If the customer is of high finan- 
cial standing this agreement will be sufficient, since 
there will always be funds in his account with which 
to meet the withdrawals ; if he is not of high standing, 
financially, cash or securities to the amount of the lia- 
bility must be deposited. 

9. Payment on letter of credit. — Our next visitor 
is Mr. Jackson, from London, England, bearing a 
letter of credit from one of oiu* correspondents. He 
presents his letter for £500 and a letter of indication, 
with a request for £10. We see that the letter is in 
form in regard to dates, etc., compare it with the 
sample form and signatures of our correspondent on 
file, and add up the indorsements to see that there is 
a sufficient balance to meet the proposed withdrawal. 
Everything being in order we — 

1. Carefully indorse on the back of the letter the date 
and amount withdrawn and sign our own name. 
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S. We fill in a sterling draft, which Mr. Jackson signs, 
for the amount, in strict accordance with the instructions 
contained in the body of the letter of credit. 

3. We then pay Mr. Jackson the equivalent of £10 at the 
rate of the day, say $48.20. 

Letters of credit are sometimes fraudulent and 
great care should be taken in comparing them with 
the original copy and signatures. In the hands of 
private individuals they are intended only to pro- 
vide funds for use in traveling from place to place, 
and any withdrawal of an unusual proportion of the 
face amoimt should be viewed with suspicion, imless 
some satisfactory explanation, such as the purchase 
of tickets for the homeward journey, can be given. 
The letter-of -credit form should he attached to the 
final draft when the withdrawal exhausts the credit. 

Our customer, Mr. Brown, in using his letter of 
credit in foreign coimtries, will be treated as Mr. 
Jackson was. 

10. Payment of a travelers^ check. — ^We next have 
presented to us a travelers' check for $100. We ask 
for the letter of indication and request that the check 
be signed in our presence by the holder. After com- 
parison of the signature and mmiber of the check with 
the letter of indication we pay the exact amount of 
the check, $100. By arrangement with the issuing 
bank, for our trouble, we are entitled to 10 cents, 
which we add to the check. We then forward the 
item for redemption as $100.10. 

11. Commercial letters of credit. — ^Rogers and 
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Barclay, tea merchants, next apply for a commercial 
letter of credit on London for £10,000 in favor of 
Williamson Brothers, Colombo, Ceylon, tea mer- 
chants. The first thing to determine is Rogers and 
Barclay's financial standing and business experience. 
It is true that any transactions against letters of credit 
are protected by bills of lading and insurance, but 
it must be remembered that there are many risks in 
the import business, especially when the distance in- 
volved is great, in the way of shrinkage in market 
value, loss in weight, and depreciation. 

If the financial standing of Rogers and Barclay is 
satisfactory we ask them to sign an application for a 
commercial letter of credit setting forth the particu- 
lars and terms of the shipment and giving instruc- 
tions in regard to insurance, etc., all of which are em- 
bodied in the letter of credit addressed to Williamson 
Brothers. This letter, with instructions, is handed to 
Rogers and Barclay to be forwarded, and they in re- 
turn give us a receipt in which is incorporated an 
agreement regarding the basis on which the bank is to 
be reimbursed, the amount of its commission (which 
varies according to the currency of the biUs drawn) 
and a statement of the bank's rights in case of default 
in payment or other difiiculties. 

The letter of advice is forwarded to our London 
correspondents, and a copy is retained for our files. 
It does not necessarily follow that all the money repre- 
sented by the letter of credit will be used at one time. 
There may be one shipment or more, but no matter 
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how many there are they must all be made within the 
time limit mentioned in the letter. 

REVIEW 

If yon were asked to make out a draft on London^ enumerate 
the various steps you would take in so doing. 

In selling French exchange explain the various operations re- 
quired. 

How would you make out a draft on Berlin.^ 

What are the advantages of travelers' checks.^ 

What instruments are issued with a circular letter of credit? 
How would you proceed in paying one ? 

If a business house applied to you for a commercial letter of 
credit, what steps would you take before issuing it? 



CHAPTER VIII 

FOREIGN EXCHANGE AND EXPORTS 

1. Interdependence of exports and imports. — If 
merchandise were the only basis of international in- 
debtedness the value of the exports would have to be 
equal to that of the imports or else trade would prac- 
tically cease. Suppose a country which does not it- 
self produce gold, has an excess of imports, for which 
it could pay only by shipping gold. To a limited ex- 
tent this could be done, but its supply of gold would 
soon be exhausted and the only way to replenish it 
would be to reduce the amount of imports below that 
of its exports. Furthermore, the loss of gold from a 
country induces a fall in the price of goods and a rise 
in the price of money, and, owing to the depletion of 
the bank reserves, a rise in interest follows. It 
would, therefore, become a rich coimtry to buy from, 
and a poor country to sell to. Automatically, exports 
would be stimulated and imports checked until the 
balance was reversed. In practice, however, the ex- 
ports of a country are not confined to merchandise 
but include other elements known as "invisible ex- 
ports,** which offset the imports of merchandise. 
"Visible exports" consist of merchandise of every 
description, including gold ; they are so called because 
accurate records of all goods and specie entering or 
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leaving a country are kept by the customs and port 
authorities. Every vessel clearing from a port must 
declare its cargo before leaving, and aU goods enter- 
ing the country are examined and valued at the 
custom house. This system affords a fairly accurate 
record of the visible exports and imports of a coun- 
try. A country's "invisible" foreign trade is so called 
because no such record is available owing to its nature. 
It consists of the import and export of services, of 
bonds, shares and other evidences of indebtedness and, 
not being the subject of government supervision, there 
is no certain method of ascertaining the amount and 
volume of these transactions. For that reason they 
can only be roughly estimated. 

The disparity between the visible exports and the 
visible imports of the principal coimtries of the world 
for the year ending December 81, 1913, which repre- 
sents normal trade conditions, will demonstrate the 
importance played by the invisible exports and the in- 
visible imports in adjusting the balances of payments 
among the countries of the world. 

Imports Exports 

(Last six ciphers omitted) 

Great Britain $3,080 $2,371 

Germany 2,545 2,132 

United States 1,717 2,311 

France 1,58^ 1,296 

Austria 726 591 

Canada 670 356 

Russia 603 782 

Denmart 215 156 

Sweden 185 177 
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Imports Exports 

(Last six ciphers omitted) 

Netherlands 144 188 

Norway 141 87 

It will be noted that the imports of the above 
countries, with the exception of those of the United 
States, Russia and the Netherlands, exceed the "vis- 
ible" exports; the difference is adjusted by "invisible'^ 
exports. Such excess of visible imports does not 
necessarily place a country at a disadvantage, for in 
the case of the older countries goods are imported in 
payment of services (such as freight and insurance) 
or for interest on foreign investments. In the case 
of a young country like Canada, however, the excess 
of imports consists of goods purchased with money 
borrowed abroad for capital expenditure, such as ma- 
terial for railways, factories and public works. 

2. Origin and supply of foreign exchange. — ^Altho 
the export and import of merchandise are the basic 
factors of international indebtedness, there are other 
elements to be taken into consideration which have a 
precisely similar effect on the balances of indebted- 
ness, and which can therefore be expressed in terms of 
exports and imports. Briefly speaking, trade be- 
tween two countries consists of mutual exchanges of: 

1. Merchandise. 

«. Gold. 

S. Services. 

4. Evidences of indebtedness. 

For the sake of simplicity we generally consider that 
one coiintry, say, the United States, trades with an- 
other country, England, just as if a statement of ac- 
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count were made out daily and the relative balance 
arrived at and settled. Such, of course, is not the 
case; the transactions occur among a multitude of 
independent merchants and bankers, whose bills of 
exchange on one another furnish the supply of, and 
govern the demand for, foreign exchange, and thus 
aflfect the price of exchange between the two coun- 
tries in question. Bankers and exchange brokers in 
New York and London encourage the public to util- 
ize their services for paying debts abroad, and in 
order that they may do this, also encourage those 
who have claims against persons abroad to sell these 
claims to the banks in the form of bills of exchange, 
thus enabling the banks to offset sales against purchase. 
In other words, the banks are both buyers and sellers 
of foreign exchange. A continuous process of assem- 
bling and distributing exchange is thus effected thru 
the agencies of banks, which act as clearing houses, 
and eventually make a settlement between the finan- 
cial centers of the two countries. Should New York 
banks, for instance, be called upon for more exchange 
on London than they are able to buy, they must pro- 
vide funds to meet their withdrawals by exporting 
gold or by some other means. As a rule, gold ship- 
ments are avoided as much as possible and the re- 
quired balance in London is often created by : 

1. Buying exchange on other centers and sending to Lon- 
don for credit. 

2. Shipping securities to London to be sold or borrowed 
against. 

3. Using finance bills. 
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These are the principal methods resorted to in an 
endeavor to adjust an excess of imports over exports; 
if in spite of these the balance of payments remains, 
adverse, gold is shipped/ 

8. ^'The United States in account with the world/* 
— The exports of one country form the imports of an- 
other, and a study of the foreign trade of different 
countries will show that the component items of the 
exports and imports vary only in degree. Dean Jo- 
seph French Johnson in "Money and Currency" 
gives this statement of "The United States in Ac- 
count with the World," the headings of which are 
comprehensive and self-explanatory and call for very 
little conjment. 

The exports of merchandise exceed the imports 
for the year under consideration (1904) , as they did in 
1918, and the difference was adjusted by the "invisible 
imports." The statement shows that gold was both 
exported and imported, indicating that in the course 
of the year it was found necessary to import gold to 
correct a falling rate and to export gold to adjust a 
rising rate. In these days of efficiency the necessity 
of shipping gold, with the attendant risk and expense, 
is a crude expedient and could easily be obviated by 
the use of some form of international gold certificate. 

The invisible exports and imports can be consid- 
ered under broader classifications as net balances off- 
setting the excess of visible exports, as shown in the 
following statement: 
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Excess of visible exports: 

Merchandise ; $440,000,000 

Gold 80,000,000 

Total excess of exports $476,000,000 

Excess of inxnsible imports: 

Investments (8 and 4) $106,000,000 

Interest and profits (6 and 6) 56,000,000 

Tourists and embassies (9 and 10) 150,000,000 

Ocean freight (11) 100,000,000 

Special transactions (12) 50,000,000 

Balance due by foreign banks (7 and 8) . 15,000,000 

$476,000,000 

The above statement shows that the United States 
paid $805,000,000 in goods for interest and services, 
took over $156,000,000 in investments, arid still had a 
credit balance of $15,000,000 in foreign banks. 

There is a very active exchange of stocks and bonds 
between New Vork and Europe. The volmne of 
business is governed chiefly by the market rate of in- 
terest and the opportunity offered for arbitrage 
transactions at the various financial centers. 

European investors have, from time to time, sup- 
plied large amounts of capital for the exploitation of 
business industries and utilities in the United States, 
and the interest on these investments consequently 
forms an item that offsets goods exported. The large 
number of Americans traveling abroad calls for a 
steady supply of exchange in the form of lettfers of 
credit and travelers' checks and tho, for the time 
being, the war has practically ended the demand 
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for such exchange, it will probably be greater than 
ever after the cessation of hostilities. Owing to the 
lack of a merchant marine the United States pays a 
heavy toll to foreign countries for freight, as prac- 
tically all of her exports and imports are carried in 
foreign bottoms. Mention of finance bills is omitted 
because, being merely a temporary expedient of sixty 
to ninety days currency, they have no place in a 
statement of this nature. They are used principaUy 
between seasons to anticipate a favorable change in 
the exchange rate and are, as a rule, absorbed by 
the balances created in Europe by the fall shipments 
of cotton and wheat. 

A study of the following average quotations for 
the successive montl^s of the years 1906-10^ shows 
that exchange is in favor of London during the first 
eight months of the year and in favor of New York 
dilring the last four months, and for this reason there 
are practically few bills of this nature outstanding 
at the end of the year. 

January 4.872 

February 4.875 

March 4.8726 

April 4.8716 

May 4.876 

June 4.876 

July 4.872 

August 4.8685 

September 4.866 

1 Compiled by Mr. Lawrence M. Marks, and published in International 
Trade and Exchange by H. G. Brown. 
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October 4.8665 

November 4.8695 

December 4.869 

4. Commercial bills of exchange. — ^While, as we 
have seen, the movement of merchandise is not the ex- 
clusive factor in the conmiercial relations of nations^ 
which give rise to transactions in foreign exchange, 
none the less in the balance which has been studied 
they are the dominant element. The transactions 
which arise from them are therefore worthy of es- 
pecial attention. It has already been noted that in 
the adjustment of conmiercial accoimts, bills of ex- 
change are drawn with docimaents attached. The 
chief of these documents is, of course, the bill of la- 
ding, to which the others, consular, certificate, insur- 
ance certificate and letter of hypothecation are sub- 
sidiary. The nature of these documents needs no 
detailed explanation here, as the form and purpose 
of most of them have been fully explained in the 
Modem Business Text on "Foreign Trade and Ship- 
ping," while the object of the letter of indication has 
been referred to in Chapter V, Section 10. 

The method of using the commercial bill of exy 
change can be most conveniently explained by means 
of a concrete example. Suppose a cotton merchant in 
New Orleans sells one thousand bales of cotton to 'a 
Liverpool firm against draft with docimaents at- 
tached. The merchant draws a sixty-days draft in 
duplicate for the amount of the invoiced goods, say 
£10,000, and takes it, with the relative documents 
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attached, to his banker in New Orleans, who credits 
him with $48,500 at the rate of the day ($4.85 ) . The 
merchant has sold his cotton, received his money and 
is ready for a new transaction. 

The New Orleans bank sends the original bill and 
docmnents to its London correspondent, the dupli- 
cates following by the next mail. What happens in 
London to the bill depends upon its nature and 
whether the documents are to be surrendered on pay- 
ment or on acceptance. ( See Chapter VI Section 5. ) 
If the documents are to be delivered cm acceptance, the 
bill becomes a "clean" bill and can be discounted in the 
London discount market and the proceeds placed to 
the credit of the New Orleans bank. If the docu- 
ments are deliverable on payment only, acceptance of 
the bill is obtained, but the document remains attached 
to the bill imtil maturity, unless the acceptor takes up 
the draft under a rebate of interest for the unexpired 
time. 

In the case of an "acceptance" bill, the proceeds be- 
come available as soon as the bill can be accepted and 
discounted. In the case of a "payment" bill the 
American banker cannot count on having the amount 
available until the matvu'ity of the bill, tho prepay- 
ment under rebate may place the funds to his credit 
long before that time. If the New Orleans bank has 
no London correspondent it would sell the draft to 
its New York correspondent, who would remit it to 
London in due course. All obligants on these bills re- 
main liable until payment, 
xvn— 10 
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5. Financing carports by means of doUar credits. — 
Every shipment of merchandise to a foreign comitry 
involves an operation in foreign exchange, but it does 
not necessarily follow that the exporter must under- 
stand all about foreign exchange in order to do a 
successful export business. Many goods are ex- 
ported against dollar credits opened with some New 
York bank, and the exporter has a simple dollar trans- 
action on his hands. Even when the credit is opened 
in London in pounds sterling the transaction offers no 
very difficult problem in exchange. 

There is always a risk incm-red in purchasing docu- 
mentary exchange, unless it is supported by satisf ac- 
tory names, and is drawn against staple and non-per- 
ishable merchandise. We shall consider a case in 
which an American exporter, say, Mr. Brown, of Bal- 
timore, is not satisfied with the standing of his foreign 
customer. He is imwilling to risk a shipment 
against unsupported documents and advises the 
purchaser to arrange a credit in New York in dollars 
for the amount of the invoiced goods, to be paid on 
delivery of the bill of lading and relative documents. 
The buyer, say in Paris, goes to his banker, specifies 
the amount and the terms of the credit required, and 
the latter writes or cables to his New York corre- 
spondent to open a credit for so many dollars in favor 
of Brown. In this credit are set forth the terms in 
which Brown is to be allowed to draw the money, and 
the various documents which are to accompany the 
drafts. In due course Brown is notified that the 
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credit has been opened. Accordingly, he draws a 
draft on New York and deposits it in his local bank. 
The draft is paid within a few days and, as far as 
Brown is concerned, the transaction is closed. 

The New York bank having paid the draft and 
taken over the documents forwards them, debiting its 
Paris correspondent who opened the credit. If the 
customer of the Paris bank is of high financial stand- 
ing the bank will probably turn over the documents 
to him at once, even before full payment is made. 
Otherwise the goods will be stored by the bank on 
their arrival and released when payment is received. 
This is purely a matter of arrangement between the 
Paris bank and its customer and does not concern the 
American exporter or banks. The Paris bank might 
perhaps have been unable to arrange a dollar credit 
on New York and so issued instead, a credit on Lon- 
don in poimds sterling against either time or demand 
drafts with documents attached. An explanation of 
the procedure in this connection with a history of the 
bill, is given in the next chapter. 

6. Dollar acceptances. — Until the establishment of 
the Federal Reserve Banks, American foreign trade 
had been financed chiefly thru the medium of letters 
of credit issued on London banks. The reason for 
establishing a credit in London, and thereby provid- 
ing an English acceptance, was no reflection on the 
high standing of the New York banks ; it was due to 
provisions of the National Bank Act, which prohibit 
national banks from doing an acceptance business. 
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Furthermore, the absence of an open discount market 
in New York was another serious obstacle in the free 
movement of foreign credit. This inability to finance 
foreign trade, except thru London, has proved a 
serious handicap to the United States in its exchange 
relations with other countries. Spain, for instance, 
could never settle in dollars for imports from the 
United States because her imports from that country- 
were paid for by credits opened in London, and these 
in turn had to be utilized to pay for credits opened in 
London in favor of the United States. 

Mr. Lawrence Merton Jacobs in "Bank Ac- 
ceptances"^ refers to this feature as follows: 

As a result of the inabQitj of our banks to finance imports 
thru the acceptance of time bills, American importers are, 
then, made dependent to a large extent upon London, and 
are required to pay London a considerable annual tribute 
in the way of acceptance commissions. This practice not 
only adds to the importance of London and militates against 
the development of New York as a financial center, but it 
at the same time works serious injury to our export trade. 
Since time bills cannot be drawn on our banks from foreign 
points against shipments of goods to the United States, 
there are consequently in such foreign countries very few 
bills which can be purchased for remittance to the United 
States in payment for goods which have been bought here. 
In other words, under our present banking system our im- 
ports do not create a supply of exchange on New York, 
for example, which can be sold in foreign countries to those 
who have payments to make in New York. This means that 
our exporters are also, to their great disadvantage, made 
dependent upon London. It means that when they are ship- 

1 Publications of the National Monetary Commission, Document 569. 
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ping goods to South America and to the Orient they cannot, 
when they are subject to competition, advantageously bill 
them in United States dollars. They, naturally, do not care 
to value their goods in local currency — ^that is, in the money 
of the country to which the goods are going — so their only 
alternative is to value them in francs or marks or sterling, 
preferably the latter, owing to the distribution and extent 
of British trade, creating thruoiit the world, as it does under 
the English banking system, a fairly constant supply of 
and demand for exchange on London. When we come to 
bill our goods in sterhng, however, it is at once seen that 
our exporters are obliged to take a risk of exchange, which 
is a serious handicap when competing with British exporters* 
Our exporters who are to receive payment for their goods in 
sterling must previously decide on what rate of exchange 
will make the transaction profitable. If, in an effort to safe- 
guard themselves against a loss in exchange, they calculate 
on too low a rate for the ultimate conversion of their sterling 
into dollars, their prices become unfavorable compared to 
those made by British exporters and they lose the business. 
If they do not calculate on a sufficiently low rate they get 
the business but lose money on the transaction thru a loss 
in exchange. 

Under the Federal Reserve Act, however, national 
banks are nov7 permitted to accept drafts based on 
the importation or exportation of merchandise and 
the Federal Reserve Banks stand prepared to dis- 
count satisfactory paper created by this class of busi- 
ness. Under these conditions, the Paris Bank, re- 
ferred to in the preceding section, could have issued a 
letter of credit instructing its New York correspond- 
ent to accept Brown's sixty or ninety-days' bill against 
delivery of the documents, which bill after acceptance 
could be discounted by Brown's bank or its New 
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York correspondent in one of the Federal Reserve 
banks. In other words, the procedure would have 
been exactly the same as in the London case, except 
that the New York and not the London discount 
market would have carried the bill until maturity. 

The Federal Reserve Act has provided the ma- 
chinery and it remains to be seen whether the oppor- 
tunity will be freely availed of by the international 
financial world. It is too soon to express any defin- 
ite opinion as to the ultimate success New York will 
attain as an international acceptance market. Noth- 
ing is more sensitive to restrictive conditions than 
international credit — ^it must ebb and flow freely or 
go elsewhere. Paternalistic in all things concerning 
banking and finance, the United States has already 
surrounded this concession to modem requirements 
with restrictions and definitions that tend to hamper 
that freedom of operation which is so essential in an 
international money market. 

7. Export letters of credit. — In some countries 
where banking facilities are undeveloped, it may be 
difficult for the foreign customer to obtain a letter 
of credit on New York or London, or even to make 
a dollar remittance. In financing the exports to such 
countries, a different system is necessary in order that 
the American exporter can obtain his money without 
awaiting remittance from abroad. This system is 
effected thru what are known as "export letters of 
credit," which are issued by an American banker 
without the intervention of a foreign bank. The 



FOREIGN EXCHANGE AND EXPORTS 186 

general nature of letters of credit has been explained 
in the chapter on Bills of Exchange. Their service 
in financing exports can be best understood by a con- 
crete example. Williams, of Chicago, sells a ship- 
ment of machinery to a firm in Honduras where there 
are no direct exchange facilities with New York and 
it would be very difficult for the Honduras mer- 
chant to piu*chase a draft on New York. Under 
these circumstances Williams, not wishing to wait 
until a remittance is forthcoming, goes to his banker 
with invoices, bills of lading and other documents and 
asks him for an "export letter of credit." The ship- 
ment, we will say, is worth $10,000 and against this 
the Chicago bank gives Williams a letter of credit 
authorizing him to draw at ninety days against its 
London correspondent for £1,800, or about ninety per 
cent of the amount of the invoice. This draft on 
London for £1,800 Williams sells in the exchange 
market in New York or Chicago (the letter of credit 
being his authorization) ; he receives dollars therefor 
at the current rate of exchange for ninety days' bills 
and obtains the bulk of his money. The documents 
are forwarded by the Chicago bank to its correspond- 
ent in Honduras which collects the whole amount, 
$10,000. This is then remitted in poimds sterling to 
London to the credit of the Chicago banker. Before 
the ninety-days' draft, originally drawn, matures, 
there will have been received in London more than 
sufficient funds to retire it, and neither the Chicago 
bank nor its London correspondent have had to dis- 
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• 

burse any money. The diflference between the 
amount of the draft £1,800 and the remittance from 
Honduras, less any charges, is paid to Williams by 
the Chicago banker and the transaction is closed. As 
an alternative, »the Chicago bank itself could have 
drawn the draft on its London correspondent for 
<£l,800 and turned over to the exporter the dollar 
proceeds. By this method a better rate would be 
obtained for the draft and the exporter is saved the 
trouble of an exchange transaction. 

London has direct relations with ahnost every part 
of the world and thus becomes the natm^al clearing 
house between countries whose exchange transactions 
with each other are limited. 

REVIEW 

What are visible exports; invisible exports? 

Of what does trad^ between two countries consist? What are 
the principal methods used by a country to adjust an excess of 
imports over exports? What is done when these methods fail? 

Give an example of the way in which the commercial bill of ex- 
change is used. 

How does an American exporter proceed when he is unwilling 
to risk a shipment of goods against unsupported documents ? 

What disadvantage has the use of letters of credit on London 
caused the American merchant engaged in foreign trade? What 
provision has been made under the Federal Reserve Act as a rem- 
dy for this situation? 



CHAPTER IX 

FOREIGN EXCHANGE AND IMPORTS 

1. Commercial letters of credit and importing. — ^Al- 
tho merchants importing goods into a country can set- 
tle for them direct either by remitting or by accepting 
a draft drawn by the foreign merchant, these methods 
are now seldom followed except in the case of minor 
transactions. The employment of letters of credit 
as a medimn of settlement for imported goods offers 
greater advantages, than any other method of pay- 
ment, to both the exporter and importer. 

In America, import credits are much more import- 
ant than export credits and are issued in much larger 
volume. Commercial letters of credit are of ad- 
vantage to the importer of merchandise because they 
enable him to buy goods on a cash basis in any part 
of the world, tho the actual payment is deferred sixty 
or ninety days, giving him a chance to dispose of the 
goods in the meanwhile. They insm-e for him ship- 
ment of goods within a stipulated time, exactly as 
described in the credit. He is also able to order, in 
advance, goods to be manufactured according to his 
specifications and requirements without prepayment 
of any sort, the letter of credit being sufficient se- 
curity for the exporter. The majority of the letters 
of credit have hitherto been issued on London, but 

137 
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the European war and the Federal Reserve Act have 
brought dollar credits issued on New York into more 
general use, especially for South American business. 
The acceptance and discounting of international bills 
are such new departiu'es for the New York banks 
that it is too early to consider them as fully estab- 
lished conditions. For the purposes of illustration 
we will therefore follow the history of a credit es- 
tablished in London. 

2. British acceptances under letters of credit. — 
The enormous credits accorded by London to bankers 
and merchants thruout the world generally take one 
of two forms — acceptances granted imder letters of 
credit, or finance bills. The following illustration 
will show the operation of an acceptance under a 
letter of credit. 

When a merchant in Holland, France, the United 
States or any other country wishes to buy goods in 
any other part of the globe, he generally obtains a 
credit thru a London banker direct or thru a banker 
in his own country. In the latter case, he instructs 
the foreign merchant from whom he purchases goods 
to draw on the London banker at so many months, 
sight. Take the case of a tea merchant in New York, 
Mr. Brown, who negotiates with Napier & Company, 
tea growers in Ceylon, for a consignment of tea. 
Napier & Company probably know little or nothing 
about the financial standing of Brown, and even if it 
were excellent, would not be willing or able to await 
a remittance from New York for the shipment. Na- 
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pier therefore asks Brown to arrange for a credit on 
London in his favor for the amount of the invoice, 
say £1,000. Brown goes to his bankers, the Bank of 
New York, and requests them to open up a credit in 
London in favor of Napier & Company against 
ninety days* bills with documents attached. The 
Bank of New York instructs Parr's Bank, their Lon- 
don correspondent, accordingly and Brown is fur- 
nished with a letter of advice to send to Napier & 
Company stating that the credit has been opened in 
London on the terms set forth. On receipt of the 
latter, Napier & Company fills the order and places 
the tea on shipboard ; receiving a bill of lading there- 
for. Napier then draws a draft at ninety days, sight, 
for <£l,000 and attaching the bill of lading, insurance 
policy, invoice, etc., thereto, takes it to his banker, 
the Bank of Madras, Colombo, who purchases the 
bill from him at the cinrent rate of the day on Lon- 
don. Thus Napier & Company obtain their money 
immediately. The Bank of Madras forwards the 
draft and documents to its correspondents in Lon- 
don, the Bank of Commerce, who present it to Parr's 
Bank without delay. The latter accept it, but retain 
the bill of lading and other docviments. These they 
forward to the Bank of New York, which is thus en- 
abled to obtain possession of the tea when it arrives 
and either store it for their customer Brown, on ac- 
count, or deliver it to him on a trust receipt until he 
finally pays for it. 

8. History of the draft in London. — To return to 
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the draft — ^this is now an accepted bill with first-class 
names on it and has an international currency. It is 
salable in any country in the world, because every 
country finds it necessary to remit constantly to L#on- 
don and every foreign bank has a London office or 
correspondent. 

The bill can be held until mattu-ity and the pro- 
ceeds can then be placed to the credit of the Bank 
of Madras, but the more usual course is for the latter 
bank to instruct its London agent, the Bank of Com- 
merce, to discount the bill in the open market and 
place the proceeds to its credit, or the bill may be 
remitted by the agent to another foreign center to 
settle some account there. In either case, the bill re- 
tums to London at its maturity and is paid to the 
holder on that date by Parr's Bank, tho in the mean- 
time, it may have been bought and sold several times 
and have passed thru half a dozen hands. 

Parr's Bank depends on the Bank of New York 
to provide funds to meet the bill at maturity and 
would not have issued the credit unless it had had 
confidence in the Bank of New York. The Bank of 
New York in its turn has confidence in its customer's 
ability to reimburse it and of course it insures that he 
provides the necessary funds for transmission to Lon- 
don in tune to discharge the obligation. 

4. The position of the obUgants on the bill. — To 
sum up the results of the transaction: 

1. Brown, the actual debtor, had the use of £1,000 for 
three months and yet he himself would probably have some 
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difficulty in naming his actual creditor at any particular 
moment. 

S. Napier & Company in Colombo received their money 
as soon as the tea was delivered on shipboard, tho as drawers 
of the bill, they remain obligants until payment. 

3. The Bank of Madras bought the bill from Napier & 
Company and were only out of its money until the bill had 
reached London was accepted, discounted and placed to 
bank's credit. It, however, remains liable as indorsers of 
the bill until its payment. 

4f. The Bank of Commerce advanced no money. They 
only acted as agents of the Bank of Madras in obtaining 
acceptances of the bill, selling it in. the discount market 
and crediting the proceeds; therefore their name does not 
appear on the bill. For their services they receive a com- 
mission. ' 

5. Parr's Bank is primarily liable on the bill as acceptor 
but as the Bank of New York must provide the funds for 
payment it advances no money on the transaction. It 
merely makes a small commission for the use of its name. 

The above are all interested, directly or indirectly, 
in the bill but not one of them, with the exception of 
the Bank of Madras, has advanced a single cent. The 
question still remains, "Who paid for the tea during 
the three months' currency of the bill?" The answer 
is "those firms which discounted and purchased the 
bill in the open discount market of London." 

5. The part London plays. — In much the same 
way, merchants in every country in the world have 
been accustomed to arrange credits in London for 
every other country in the world and for every con- 
ceivable class of goods. On the outbreak of war, it 
was estimated by Mr. Lloyd Greorge that British 
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banks and accepting houses were liable for over 
£850,000,000 of these acceptances, the greater part 
of which had been discounted on the London market. 
Altho British signatiu'es were primarily liable for this 
huge amount, it was not really for their own account, 
for they looked to those on whose behalf they had ac- 
cepted the bills, to provide the fimds. The imprece- 
dented demand for sterling exchange at the begin- 
ning of the war was due to the attempt on the part of 
foreign obligants to provide funds for the maturing 
liabilities incurred by the British banks for their ac- 
count, and under their instructions. Exchange rates 
on London the world over rose far above the gold 
point. If Great Britain had insisted on these debts, it 
would have been impossible to obtain the necessary 
sterling funds except at a most ruinous figure. Even 
if the English banks could have met the acceptances 
as they matured out of their own funds, disgrace if 
not ruin would have befallen a number of the foreign 
banks. It was to protect this vicarious liability of the 
English banks that a moratorium was proclaimed and 
there is no doubt that this wise step saved the neutral 
countries, indebted to London, both financial loss and 
worry. Mr. Lloyd George in referring to this class 
of note says: 

There was that amount of paper out with British signa- 
tures at that time. Most of that had been discounted. The 
cash had been found by British sources, and the failure was 
not due to the fact that Great Britain had not paid her 
creditors abroad. It was due entirely to the fact that those 
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abroad did not pay Great Britain, I think that it is very 
important from the point of view of British credit, to have 
that thoroly understood, for when the "moratorium" came, 
and there appeared something like a failure of British credit, 
it was not a British failure at all. It was because we could 
not get remittances from other countries. We had already 
paid, but it was vital to the credit and good name of this 
country that these bits of paper, which are circulated thru- 
out the globe, with British names upon them, with names 
that have been associated with British trade and commerce — 
it was vital to the good name and credit of this country, 
to its continuity of trade and its character, that they should 
not be dishonored. What really happened was that there 
was a complete cessation of credit, a breakdown of the 
exchanges. It was exactly as if a shell had broken an arch 
in an aqueduct, and there was a cessation of the flow that 
had been going on before, and what we had to do was tem- 
porarily to repair the arch so that the flow should continue. 

Acceptances under ^'letters of credit" are not of 
course confined to London, they are drawn on other 
large financial centers such as Paris and New York, 
but owing to the special facilities afforded by London 
the bulk of these credits were, before the war, drawn 
in sterling, 

REVIEW 

Of what advantage to the importer are commercial letters of 
credit? 

Give an example of how British acceptances under letters of 
credit operate? 

How did the outbreak of the war affect London credits ? 



CHAPTER X 

FINANCE BILLS 

1. Definition of a finance bill. — A long bill of ex- 
change drawn by a banker or financial house in one 
country on a banker in another against securities in 
the hands of the latter is generally called a "finance 
bill." The privilege of drawing such bills enables 
bankers to anticipate a change in the rate of exchange 
and also to tide over a period of high exchange which 
otherwise would necessitate a shipment of gold. 
When properly used it is an important factor in in- 
ternational exchange and serves, not only as a cheap 
and efiicient corrective to high rate, but aids in the 
development o^the production and trade of the world 
by rendering credit more fluid and leveling money 
rates. 

There is a wide diversity in the definitions which 
are given of a finance bill. Franklin Escher defines 
it as "an unsecured long bill of exchange drawn by a 
banker in one country on a banker in another coun- 
try and sold for the purpose of raising money.'' 
Other authorities are inclined to include all long bills 
originating between bankers, whether secured or not. 
The latter is perhaps the more general understanding 
of the term and I would suggest the following defi- 
nition as comprehensive: 
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A finance b31 is a long bill of exchange, secured or other- 
wise^ drawn by a banker in one country on a banker in 
another, the funds for the payment of which at maturity 
must be provided by the drawer. 

When a New York banker has a satisfactory draw- 
ing arrangement with his London correspondents he 
is more or less independent of market conditions, and 
even if there is a scarcity of commercial bills on the 
market, he is in a position to create a supply of bills 
at a stated price. He is reasonably sure that he will 
be able to buy exchange at a lower figure to meet his 
obligations before their maturity, as a high rate of 
exchange brings out a large supply of finance bills 
resulting in a lowering of the rate. Mr. George 
Clare in his book on "Foreign Exchange" says, "The 
bidding need only be raised a centime or two to tap 
an almost inexhaustible source of supply — ^that of 
bankers' drafts." In other words, if the remitter 
cannot obtain, a ready-made bill, he need only pay a 
little more and have one made to order. 

2. Finance bill for New York account. — ^The most 
common occasion for the use of finance bills is to an- 
ticipate a fall in the exchange rates. For instance, 
under normal conditions, during the smnmer months, 
the rate of exchange for sterling is generally high 
in New York. It drops gradually until the fall, 
when large shipments of cotton and wheat result in 
heavy offerings of sterling exchange. Before draw- 
ing a finance bill, it is necessary for the New York 
banker to make arrangements with the accepting 
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bank in London as to the amount, terms, etc., of the 
accommodations. Such arrangements are general, 
applying to a series of transactions, or specific, apply- 
ing to a single transaction only. Suppose the rate 
at the end of August is 4.88 for demand bills, and 
a banker A, desirous of anticipating the probable drop 
in exchange in the fall, arran^s wlh his London cor- 
respondent, B, against securities deposited with him, 
for a credit of £10,000 by way of a sixty-days' draft 
on London. A immediately draws a draft on B at 
sixty days for £10,000, which he can either (1) seU 
in New York at the sixty-days* rate for bills or else 
(2) send to London to be discounted and placed to his 
credit there, and then sell his own sight drafts against 
this credit. In either case, he will have the use of the 
proceeds in New York until the maturity of the bill, 
when he must be prepared to place funds with B to 
meet it. 

8. Method of imng finance bills. — ^It will be noticed 
that B does not advance any money, he simply lends 
his name to A and the London discount market pro- 
vides the funds. The advantages and disadvantages 
of this procedure may be summed up in illustrations : 

1. A will sell his sixty days' bill in New York If he can 
obtain $4.85SS per pound sterling or better. This rate is 
arrived at as follows : 

Demand rate for sterling • 4S8. 

iLesSy 63 days' interest at 3% (being the London mar- 
ket rate for prime bankers* bills) 9.597 

1 Prior to the war» interest and stamps used to be calculated on the 
basis of $4S5 to the £100, but owing to the wide fluctuation they are now 
frequently calculated on the actual rate itself. 
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Stamps %o o' 1% -^^^ 2.771 

Per £100 485.299 

or $4.8593 per pound sterling. 

The sixty days^ bills for £10,000 should therefore net him $48^99.90 

A employs these funds in New York for sixty days at 4%, 

earning 343.49 

$48,866.39 
Seven days before the bill matures A purchases a demand 
draft for £10,000 which he forwards to London to provide 
for the payment of the bill. By this time exchange has 
fallen as he anticipated and is now at 4.85, so that he is 
able to buy the covering draft for 48,500.00 

A's profit (from which must be deducted B's commission of 

probably % of 1%) is therefore $ 366.39 



There is, of course, the risk that exchange might not 
fall at the end of October as anticipated, or that the 
interest rates in New York might not be maintained 
above 3 per cent. 

2. If A sent the sixty days' bill to London and immedi- 
ately sold a demand draft against the remittance, the trans- 
action would work out as follows : 

Amount of 60-days' draft £10,000.00 

Less interest at 3% £51.781 

Less stamps, ^ of 1% 5.00 56.78 

Net proceeds in London £ 9,943.99 

A would thus be in a position to sell his demand 
draft for the above amount and provide himself with 
fvinds in New York, £9,943.22 at $4.88=$48,522.90, 
the same amount as realized in ( 1 ) by the sale of the 
sixty-days' bill itself in New York. 

The net proceeds, $9,943.22, are taken for the 
amoimt of the demand draft for illustrative purposes ; 
in actual practice the draft would have been drawn in 
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round figures, <£10,000. The same result would be 
obtained, thus : 

£10,000 demand draft realises in New York $48,800.00 

From which must be deducted the London charges for in- 
terest and stamps, £56.78 at $4.88 277.09 

$48,59Sr.91 

If, at the maturity of a finance bill, it is not con- 
venient to collect and remit the relative loan, it is gen- 
erally possible to provide the necessary funds to meet 
the matiu-ing bill by the sale of another bill. 

4. Loan of a finance bill. — The last example shows 
that the New York banker assumes the risk of there 
being a rise in the rate of exchange before the trans- 
action has been completed and the acceptance in Lon- 
don retired by a sterling remittance. 

So far. as the actual borrower is aware, the loan is 
an ordinary loan in American currency, he has no 
means of knowing that there is any question of for- 
eign exchange connected with the transaction. He 
has borrowed, say $5,000 at two months at 4 per cent, 
but with his bank the case is different. It has loaned 
the proceeds of a sixty-days' bUl on London and at its 
maturity will have to purchase a demand bill or cable 
for £10,000 at the current rate of exchange. The 
price paid for the bill will determine the gain or loss 
in the transaction. If exchange rates have gone down 
as anticipated a good profit on the transaction may 
be made, but if, on the other hand, the rate has risen, 
the price which is to be paid will mean a loss in the 
transaction, if it will not wipe out all the profit. 
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Bank A can eliminate this risk by loaning the bill 
of exchange instead of the dollar proceeds, and charg- 
ing a commission instead of a fixed rate of interest; 
the borrower thus assmning the risk of a rise in the 
exchange rate. The borrower in this case, instead of 
receiving a loan of $50,000, would be handed A's 
sixtjr-days' draft on London for £10,000. This, he 
would immediately sell for dollars, but when the time 
for repayment came, he would have to pay back not 
dollars but a demand draft for £10,000 which he 
would have to purchase at the cvurent rate of ex- 
change. The banker makes a commission of about 
one-half of one per cent for sixty days and runs no 
risk in the matter other than the loaning risk to his 
customer. 

5. A finance bill on London account.— Another 
form of finance bill is created when a London banker, 
desirous of taking advantage of a high rate of interest 
in New York, instructs his correspondent to draw on 
him for £10,000 at sixty days and lend the proceeds 
on the New York market. This the New York 
banker does and sells the bill in New York, investing 
the money. Neither banker employs his own money 
in the operation, the money being provided by the 
London market where the bill is discounted. At the 
maturity of the loan, the London bank is placed in 
f imds to meet its acceptance by the New York banker, 
or if conditions continue favorable the amount may 
be either renewed or reloaned in New York. A trans- 
action of this nature may be entirely on the account 
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of and at the risk of the London banker, or it may be 
on joint account, in which case both the risk and the 
profit are shared. 

6. Other uses of finance bills. — ^Finance bills, both 
secured and unsecured, may be drawn regardless of 
the conditions of interest or exchange, purely for the 
sake of raising money. As a rule, finance bills have 
a reasonable excuse for their existence. It may be 
objected that this is a way of getting money which 
might be easily abused, but in practice this does not 
happen. The London market is, at all times, uncan- 
nily in touch with the position of both the drawer and 
acceptor and any attempt on the part of either to issue 
this class of bill beyond what he is legitimately entitled 
to on the basis of his business or financial standing, is 
promptly nipped in the bud. first, by demanding 
higher rates and finally, by refusing to take the paper. 
Either action is, of coiu'se, detrimental to the credit 
of the party concerned, and bankers and others who 
operate in finance bills are most careful to leave a large 
margin for safety in their use of the very sensitive dis- 
count market. It is plain from the above explana- 
tions that when many of these finance bills are drawn 
on London they will have a tendency to lower the 
rate of exchange by increasing the supply of sterling 
bills on the market. 

In the above illustrations, London and New York 
alone have been referred to; finance bills, of course, 
obtain between other countries but to a much less de- 
gree. 
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7. Forward exchange. — Operations in "forward ex- 
change" have several points in common with finance 
bills; both anticipate fluctuations in the rate of ex- 
change and both involve a large element of risk. In 
its simpler and more commercial form, forward ex- 
change or ^'futures," as it is sometimes called, is a term 
used to express the buying or selling of foreign ex- 
change for future delivery. For instance, in July, a 
manufacturer in Canada accepts an order for goods to 
be manufactured and shipped to England before Oc- 
tober 15th. Knowing from experience that a change 
in the rate of exchange in October might make serious 
inroads into his profits, he asks his bank to quote him 
a rate for the amoimt of his shipment, and contracts 
to deliver the bills of exchange to the bank in October. 
In this way the rate is definitely fixed, and the risk of 
a falling rate is eliminated. 

The bank can protect itself in two ways ; by selling 
its own bills to fall due in October in London, or, by 
selling London exchange for future delivery. As far 
as the obligation is concerned both cases amount to the 
same thing, except that in the latter no money trans- 
action is involved. The decision of the bank is gov- 
erned by the rate of interest obtaining in London in 
July. It is obvious that dealing in forward exchange 
is not necessarily based on an actual prospective trans- 
action. 

Franklin Escher, in his book, "The Elements of 
Foreign Exchange," in reference to the making of 
money in dealing in "futures," says: 
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As a means of making — or of losing — ^money, in the foreign 
exchange business, dealing in contracts for the future delivery 
of exchange has, perhaps, no equal. And yet trading in 
futures is by no means necessarily speculation. There are 
at least two broad classes of legitimate operation in which 
the buying and selling of contracts of exchange for future 
delivery plays a vital part. 

Take the case 6f a banker who has bought and remitted 
to his foreign correspondent a miscellaneous lot of foreign 
exchange made up to the extent of one-half, perhaps, of 
commercial long bills with documents deliverable only on 
'payment" of the draft. That means that if the whole 
batch of exchange amounted to £50,000, £25,000 of it might 
not become an avilable balance on the other side for a good 
while after it had arrived there — ^not until the parties on 
whom the ^'payment", bills were drawn chose to pay them 
off under rebate. The exchange rate, in the meantime, might 
do almost anything, and the remitting banker might, at 
the end of thirty or forty-five daj's, find himself with a 
balance abroad on which he could sell his checks only at 
very low rates. 

To protect himself in such a case the banker would, at 
the time he sent over the commercial exchange, sell his own 
demand drafts for future delivery. Suppose that he had 
sent over £25,000 of commercial ^'payment" bills. Unable 
to tell exactly when the proceeds would become available, 
the banker buying the bills would, nevertheless, presumably 
have had experience with bills of the same name before, and 
would be able to form a pretty accurate estimate as to 
when the drawees would be likely to "take them up" under 
rebate. It would be reasonably safe, for instance, for the 
banker to sell futures as follows; £5,000 deliverable in fif- 
teen days, £10,000 deliverable in thirty days, £10,000 de- 
liverable in forty-five to sixty days. Such drafts on being 
presented could in all probability be taken care of out of 
the prepayments on the commercial bills. 

By figuring with judgment, foreign exchange bankers are 
often able to make substantial profits on operations of this 
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kind. An exchange broker comes in and offers a banker here 
a lot of good "payment" commercial bills. The banker finds 
that he can sell his own draft for delivery at about the 
time the commercial drafts are apt to be paid under rebate, 
at a price which means a good net profit. The operation 
ties up capital, it is true, but is practically without risk. 
Not infrequently good commercial "payment" bills can be 
bought at such a price and bankers' futures sold against 
them at such a price that there is a substantial profit to 
be made. 

The other operation is the sale of bankers' futures, not 
against remittances of actual commercial exchange but 
against exporters' futures. Exporters of merchandise fre- 
quently quote prices to customers abroad for shipment to 
be made in some following month, to establish which fixed 
price the exporter has to fix a rate of exchange definitely 
with some banker. *^I am going to ship so-and-so, so many 
tubs of lard next May," says the exporter to the banker, 
^^Hhe drafts against them will amount to so-and-so much. 
What rate will you pay me for them — delivery next May.'*" 

The banker knows he can sell his own draft for May 
delivery at, say, 4.87. He bids the exporter 4.86%' for his 
lard bills, and gets the contract. Without any risk and 
without tying up a dollar of capital the banker has made 
one-half cent per pound sterling on the whole amount of the 
shipment. In May, the lard bills will come in to him, and 
he will pay for them at a rate of 4.86^^, turning around 
and delivering his own draft against 4.87. 

Selling futures against futures is not the easiest form of 
foreign exchange business to put thru, but when a house has 
a large number of commercial exporters among its clients 
there are generally to be found among them some who want 
to sell their exchange for future delivery. As to the buyer 
of the banker's "future," such a buyer might be, for instance, 
another banker who had sold finance bills and wanted to 
limit the cost of "covering" them. 

The foregoing examples of dealing in futures are merely 
examples of how futures may figure in every-day exchange 
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transactions. Like operations in exchange arbitrage, there 
is no limit to the number of kinds of business in which 
**futures" may figure. They are a much abused institution, 
but are a vital factor in modem methods of transacting 
foreign exchange business. 

REVIEW 

What is a finance bill? 

Show, by an illustration, what arrangements a New York 
banker makes with a London bank before drawing a finance bill. 

Give an example of how a finance bill on London account is 
created. 

How does the London market prevent either a drawer or an ac« 
ceptor of finance bills from issuing them beyond the amomit to 
which they are legitimately entitled? 

Describe an operation in forward exchange. 



CHAPTER XI 

ARBITRAGE 

1. What is arbitrage? — ^Arbitrage, or as it is some- 
times called, indirect exchange, is a term applied to 
any transaction which takes advantage of differences 
of prices for the same article in different markets. 
Arbitrage is thus defined in the Century Dictionary : 
"The calculation of the relative value, at the same time 
at two or more places of stocks, bonds or fimds of any 
sort, including exchange, with a view to taking ad- 
vantage of favorable circumstances or differences in 
payments or other transactions." This definition 
should include gold and, in a general sense, any other 
commodity. Wheat, for example, may be sent from 
one place where it is relatively cheap to another where 
it is relatively dear; this is arbitraging in wheat. 
High prices in one market induces shipments from 
markets with low prices and this process constantly 
tends to equalize prices generally. 

2. When arbitrage is transacted. — Arbitrage trans- 
actions are confined entirely to large financial centers, 
such as London, New York and Paris. The work 
calls for expert knowledge and a close study of finan- 
cial conditions, as it is essential that the arbitrageur 
keep jn daily, if not hourly, touch with his foreign 
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correspondents, in order that they will be prepared to 
carry out a transaction without delay. 
A recent article in the New York Financier says : 

In conducting such operations it is essential that the 
banker shall be advised, thru the cable, of the varying con- 
ditions of the markets abroad. In such markets as Paris 
and London, where the exchange transactions arc always 
large, rates often fluctuate sharply and conditions change 
frequently. Consequently, tho the situation may be favor- 
able one day it may suddenly become adverse, necessitating 
some modification of the method of arbitraging. Moreover, 
it frequently happens that after a successful negotiation 
has been effected by a banker as the result of private infor- 
mation, his competitors may be advised of the favorable con- 
ditions prevailing and they also may draw in a similar man- 
ner. Hence each operator seeks to obtain for himself alone 
all possible information regarding changes which are likely 
to affect his business. Sometimes a banker may find, upon 
calculation, that it will be profitable to conduct arbitraging 
of exchange between three or more points; in such cases 
the conditions at each of the points must first be ascer- 
tained and calculations have to be made with the utmost 
care. Occasionally in drawing bills the banker, in order 
to take advantage of arbitraging operations, will transfer 
credits, thru the cable, from an adverse center to a point 
favorable for his purpose. Indeed there are very many 
ways by which arbitraging can be profitably conducted by 
bankers having the requisite facilities and the necessary skill 
for such operations. It will be observed that operations 
in arbitraging of exchange require the services of men of 
the largest experience, and hence the business can be con- 
ducted to advantage only in the most thoroly equipped 
offices. The exchange student who enjoys opportunities for 
practice in such offices and has the determination to qualify 
himself for this branch of exchange work by acquiring a 
knowledge of all of its intricate details will have no diffi- 
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culty after such qualification in securing advancement. The 
field for operations in arbitraging of exchange is continu* 
ally and rapidly broadening, and there will probably always 
be a demand for the services of men capable of taking posi- 
tions as managers of exchange houses or departments. 

3. Parity. — ^A parity is the price at which a bill 
should be quoted in order to compare it with the quo- 
tations for similar bills elsewhere. To make this com- 
parison it is of course necessary to express every quo- 
tation in a common form. Care must also be taken 
to bring quotations for long bills to a demand basis, 
by allowing for stamps, and interest. 

If the New York parity on Paris is 5.1895 as 
against the actual rate of 5.16% in New York for 
Paris checks, an opportunity for arbitrage profit of 
2.07 centimes per dollar is offered. On $100 this 
amounts to 40 cents, and on $48,754.56 to $195. 
Bankers who engage in arbitrage transactions gen- 
erally construct a parity table for ready reference be- 
tween the more important exchanges. The following 
is an example of such a table, showing parities in dol- 
lars, francs and sovereigns. Similar tables may be 
made for sterling, marks, and dollars, for francs, 
marks and dollars, etc. 

£1= 2f5.20 25.21 25.22 25.23 25.24 25.25 
$1 $1 $1 $1 $1 $1 

$4.85 5.1959 5.1979 5.20 5.2021 5.2041 5.2062 

4.S5^ 5.1932 5.1953 5.1973 5.1994 5.2014 5.2035 

4.851/2 5.1905 5.1926 5.1947 5.1967 5.1988 5.2008 

4.858^ 5.1879 5.1900 5.1920 5.1940 5.1961 5.1982 

When the New York quotation for sterling is $4.85 
and the London quotation for francs 25.20, the New 
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York parity quotation for francs is 5.1959; if the mar- 
ket rate diif ers from this there is an opportmiity for 
arbitrage. Conversely, given the two franc quota- 
tions, the table shows the parity of the poimd sterling 
in New York, or, given the sterling and franc rate in 
New York, the table shows the parity quotation of 
francs in London. Intermediate rates can be arrived 
at by interpolation. For instance, in the example 
given in Section 6, the sterling rate is 4.8560, the 
nearest quotation in the table is for 4.8550 — ^a 
quarter cent making a difference of .0026 centimes 
(5.1905 — 5.1879) in the quotation. Therefore; 

-||- X.0026 =.0010 centime deducted from 

5.1905 = 5.1895. The table is calculated by divid- 
ing the value of the sovereign in francs by its value 

in dollars, thus l^ = 5.1895. 

4. Parity in stocks. — ^Parity, when applied to a 
stock, means the price which is its equivalent when 
quoted in a different market. For instance, the Lon- 
don price of a stock exceeds the New York price 
of the same stock by about 2% or 8 per cent, after 
the exchange rate and the London method of quoting 
American stocks ($5.00 to the pound) are taken 
into consideration. With a cable rate of 4.87% the 
London parity of New York stock at 68 would be 
69.75. 

^, --, .^ London parity VJ^te of exch. 69.74x4871/2 

N. Y. parity = — '-f — or ^ gg^ 

- , .. New York parity X 5 68 X 5 g^gxp/A. 

London parity = Rate of exchange " "iw^T = ^•^*' 
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In commodities, the prices at two different centers 
are at parity when the difference represents only the 
actual cost of transportation, and interest. 

5, Chain rule. — Most of the calculations in arbi- 
trage transactions can be put in the form of simple 
equations, and require only correct reasoning for their 
solution. A quick tho mechanical method of calcu- 
lation is called the chain rule. It consists of arrang- 
ing the terms of the exchange of the various currencies 
under consideration, in such a manner that the re- 
quired equivalent, or parity, is easily obtained. A 
study of the following example will make the method 
clear. 

Berlin check rate on New York is 95 cents per 4 marks, 
Berlin check rate on London is S0.5 marks per £1, 
Find the parity of the sovereign in New York. 
Hpw many x = b $x = £1 

if b = c £1 = 20.6 marks 

and c = d Mks. 400 = $96 

and d = 10 X 

^= '1x'^'' =$4.86875 

The last term is always in the same currency as the 
unknown quantity, or first term. It will be noted that 
these equations are arranged in such a manner that the 
denominations are in sequence like the links of a chain ; 
hence the name. The value of the unknown quantity 
(x) is then taken as equal to a fraction, the quantities 
on the right-hand side forming the numerator, and 
those on the left-hand side, the denominator. The 
product of the mmierator divided by that of the de- 
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nominator will give the required answer. "Chain 
rule" is applicable to all kinds of exchange and mer- 
cantile calculations. 

How many dollars (x) =£1 

If the weight of £1 = 128.274 grains standard gold 

If 12 grains of 

standard gold =11 grains of fine gold 

And if 232.2 grains 

of fine gold =$10 



= 1X12X232J = $4.86656 



6. Simple arbitrage. — The rate of exchange be- 
tween two or more places corresponds or tends to cor- 
respond. In a preceding section it was shown how 
exchange rate between two places is almost auto- 
matically adjusted. Similar influences in the form of 
arbitrage are brought into operation to synchronize 
the exchange rates the world over. There is thus a 
certain sympathy or relation between all foreign ex- 
change quotations. The quotations in New York for 
exchange on Berlin or Paris are largely influenced 
by the price of sterling exchange. If the price of 
marks in New York should fall to a point where there 
would be a profit in an arbitrage transaction, the de- 
mand for drafts on Berlin, by those who wish to make 
this profit, would almost immediately force the mark 
quotation up again. Similarly New York, while a 
debtor to England with consequent high sterling rates, 
may be the creditor of France or other coimtries in 
Europe, and drafts on these countries are remitted to 
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London and thus tend to improve (i.e., lower) the 
rate of sterling exchange. When only three places 
are involved, the transaction is called simple arbi- 
trage. 

To give a concrete case of simple arbitrage: Sup- 
pose a banker in New York has the following data 
before him: 

London check rate in New York . . . $4»,8660 per £ 
Paris check rate in New York . . . . .Fes. 6.16% per $ 
Paris check rate in London Fes. S5.20 per £ 

A brief calculation or a glance at his table of pari- 
ties shows that there is an opportunity for a profit- 
able arbitrage in francs between London and New 
York. He therefore sells a draft on Paris for Fes. 
252,000 at 5.16% and with the proceeds buys a draft 
for <£10,000 at 4.8560 per £, at the same time cabling 
his London correspondent to purchase a draft for 
Fes 252,000 at 25.20 per £, or better, and send it to 
Paris to the credit of his account there. This pur- 
chase costs £10,000 and is provided for by a draft for 
the same amoimt remitted from New York. The 
banker's position is now as follows: 

Sale of francs 252,000 at 5.16% $48,754.56 

Purchase of draft for £10,000 at 4.8560 to 
cover purchase of Fes. 252,000 in London 
at 25.20 48,560.00 

Profit $194.56 

Without using any of his own capital and without 
any expense except the cost of a cable and a small 

XVII— 12 
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commission to his London and Paris correspondents, 
the banker has made a profit of over $190. The re- 
sult of this and similar transactions made at the same 
time by other New York bankers would be to lower 
the New York rate for francs by increasing the sup- 
ply, and to raise the London rate for francs by ab- 
sorbing the supply, thus tending to equalize rates all 
roimd. 

7. Compound arbitrage. — The example just given 
of arbitrage is of the simplest form, but is it typical 
of such transactions ? The banker might have found 
it more profitable to provide cover for his draft 
on Paris by remitting marks to Berlin and purchas- 
ing his francs there, or he might have instructed his 
London correspondent to purchase and remit a draft 
to Berlin with instruction to the Berlin bankers to 
remit francs to Paris. In the first instance he sim- 
ply substitutes Berlin for London in the trans- 
action, but in the second instance he would operate 
both thru London and Berlin; four places are in- 
volved, and the transaction is known as compound 
arbitrage. 

The study of arbitrage operations is both interest- 
ing and instructive. The following transaction will 
bring out some of the underlying principles more 
clearly : 

PROBLEM : It is desired to transfer $100,000 from New 
York to London on the basis of the data given in the first 
column. Which method of remittance should be selected? 

It is first necessary to bring every quotation to a conmion 
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form ; for example, how many dollars equal £1. Care must 
be taken to bring quotations for long bills to a check basis, 
allowing for stamps, etc. The lowest parity in dollars will 
be the cheapest method of remitting to London, but the 
dearest return (remitting from London to New York), con- 
versely the highest parity, is the dearest remittance and the 
cheapest return: 



Factors: 


Calculation: 


$ Price of £1 
Check 


A Berlin check in New York, 


9X = £1 check 




Mk. 4 — 95 cents 


1—20.5 Mk. 




Berlin check in London, 


4 — 95 


$4.8087 


£1 — Mk. S0.5 
B New York check in Berlin, 






X — $4.8687 




$1 — Mk. 4^1 


$X— £1 check 




Berlin check in London, 


l = Mk. 20.5 




£1 = Mk. 20.50 


4.21 — $1 


$4.8693 



C New York rate on Vienna, X = $4.8693 

20.30 cents per kronen. . . . $X = £1 

Vienna check rate on Lon- ^10 =240.17% 

don, 240.171/2 kronen per 1 = 20.30 cents 

£10 7- 

D London check in New York, £10=$4.8755 

$4.8760 

£ Cable transfers to London in 

New York, $4.8795 $4.8795 less .0028 

London discount rate, 3%. (7 days' interest 3%) 
F London 60-days draft in 

New York, $4.85 W.85 plus .0251 

(63 days' interest 3%) 

G New York check in Paris, "^i^^^"^/.^ '^ 

$l = Fcs. 5.16^4 1~252 fcs 

Paris check in London, /t i«ot "~ «i 

£1 = Fcs. 25.20 ^'^^^^ = ^1 



$4.8755 

$1.8760 
$4.8767 

$4.8775 
$4.8813 



H Paris check in New York, 
$l = Fcs. 5.15% 
Paris check in London, 
£1 = Fcs. 25.20 



X 

$x 
1 

5.15625 



$4.8813 
£1 check 
25.2 fc. chk. 



$4.8872 



X = $4.8872 



A study of the above calculations shows that the 
cheapest method of remittance would be thru Berlin; 
a pound sterling costing $4.8687. The transfer could 
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be made either by forwarding to London a check on 
Berlin or by instructing the Berlin correspondent to 
draw on New York in favor of London. The ster- 
ling equivalent of $100,000 on this basis would be 
£20,589:3:0. 

The dearest method of remittance is via Paris, the 
difference between the Paris and the Berlin rates be- 
ing 1.85 cents per £, or $875 on a transfer of $100,000. 
The sterling equivalent of $100,000 on this basis would 
be £20,461 :6 :0. It should be noted that as the Paris 
method of remittance is the dearest, it is the cheapest 
return and would therefore be selected for the trans- 
fer of money from London to New York. 

8. Arbitrage in gold. — ^Arbitrage transactions in 
gold and silver are of a great variety but they are all 
founded on the idea of sending bullion to some point 
where it can be used to buy exchange cheaply on some 
other point. The one best known of these is the so- 
called "triangular opei'ation," in which gold is shipped 
to Paris or some other European market for the pur- 
pose of buying exchange on London. The process is 
as follows : The gold is shipped to Paris, and exchange 
on London is there purchased with the proceeds. 
This exchange is remitted to London for the credit of 
the American bank shipping the gold ; the balance so 
created offsetting a demand draft drawn by the latter 
on London. The following are the details of an ac- 
tual shipment: 

48,500 ounces bar gold .955 fine at $90.5684 $997,567 

Freight, i/g per cent $1,347 

Insurance, 4l^ cents per $100 v 450 
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Assay office charge, 4 cents per $100 $400 

Interest 6 days at 9 per cent. 383 

(From time gold is shipped to Paris until the drafts 
on London can be sol^) 

Cartage and packing. 60 

Com. in Paris 250 2,740 

$1,000,307 
Bank of France buys gold .995 fine at fcs. 3419.81 per kilo 

(= 106.3705 francs per troy ounce) 
48,500 ounces at fcs. 106.3705 = fcs. 5,158,969 
Fcs. 5,158,969 at 25.10 = £205,536 
£205,536 at 486.70 = $1,000,342 

Profit $ 35 



The following are conditions under which there is 
practically no profit or loss : 

New York Exchange on London 486.70 

Paris Exchange on London 25.10 

Money in New York 2% 

REVIEW 

What is arbitrage and what may it include? 
What requirements are necessary in the work of an arbitrageur ? 
Define a parity. Give an example. 
What is meant by parity in stocks ? 

Show^ by examples^ the difference between simple and com- 
pound arbitrage. 

What is the essential idea in gold arbitrage.^ 



CHAPTER XII 

RATES OF INTEREST 

1. Interest an important factor in exchange quota- 
tions. — The rate of interest at which the difference be- 
tween long and short bills is calculated is based on the 
prevailing rate of the country on which the bill is 
drawn. This would not materially affect the situation 
if the rates of interest were uniform all over the world, 
but rates of interest in different financial centers vary 
considerably and these differences have an important 
bearing on exchange. Under normal conditions, in- 
ternational money and credit circulate most freely in 
the most attractive channels, and a rise in the interest 
rate in a foreign mpney market will accelerate the flow 
of outside capital to that point, while a fall in the rate 
of interest will retard it. So, while demand and sup- 
ply govern rates of exchange, the rates of interest at 
home and abroad, react on these influences and affect 
demand and supply. Their combined effect causes 
the rates of exchange to flutuate from day to day and 
thus the floating capital of the world is attracted from 
one center to another. 

2. Long hills. — When we say that exchange rates 
between two countries usually fluctuate between the 
specie points, we refer only to the rate for demand' or 
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sight bills. This is sometimes called the pure rate of 
exchange as it involves no time element except that re- 
quired for the actual transmission of the draft. 

Assuming that the rate at New York for a sight bill 
or check on London is 4.8725 how would the value of 
a sixty-days' sight bill be ascertained? As payment 
in the latter case is deferred for sixty-three days (60 
days + 8 days grace) it will be worth less than a 
demand bill by the interest for 68 days at the London 
rate. The calculation is based on the London rate of 
interest, because the holder of the bill in London can 
always discount it at the prevailing rate. 

Assimfiing that the market discount rate for prime 
bills is 8%, the rate for a sixty-days' bill would be ar- 
rived at as follows : 

Demand rate per £100 $487.86 

Less 63-days' interest 2.62 

Stamp 1/20 24 2.76 

^ $484.49 

corresponding to the nearest commercial rate, the fig- 
ure would be $4.8460. 

If, therefore, we know the rate of interest prevailing 
in foreign markets and the stamp taxes imposed by 
foreign countries, the rate for any long bill can readily 
be computed from the demand rate. 

8. Bank rate. — In London, the bank rate is the 
minimum rate at which the Bank of England will dis- 
count prime three months* bills or advance money 
against approved securities. This rate has a direct 
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relation to the foreign exchange rate and the move- 
ment of gold. An increase in the rate raises the value 
of money and attracts gold from foreign centers ; the 
lowering of the rate tends to lower the value of money 
and causes its withdrawal. The Bank of England 
sometimes insures the effectiveness of the rate by bor- 
rowing money in the open market, thus denuding it of 
supplies. The Bank of England is governed in its 
action in raising or lowering the rate by the relation 
which its reserve of gold bears to its deposits. This 
proportion is seldom allowed to fall below 80 per cent, 
while it sometimes rises above 50 per cent, the average 
normal condition being about 43 per cent. The im- 
portance of keeping the gold reserve intact is ap- 
preciated and it is most important to the country, as 
the Bank of England is primarily a bankers' bank 
and in a great measure controls the gold reserve of 
all the British banks. 

In Paris, the bank rate is that fixed by the Bank of 
France, in Berlin that of the Imperial Bank. In New 
York, the bank rate is the imif orm rate of the banks 
as distinguished from the varying rates of the other 
lenders. 

4. Market rate. — The market rate of discoimt, 
also known as the open market rate or private rate, in 
contradistinction to the official or bank rate, is the rate 
charged by bankers, bill brokers and others discount- 
ing bills of exchange. Because of competition it is 
usually a little lower than the bank rate, but as a rule 
follows the latter very closely. 
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Clean bills drawn upon bankers are discounted at 
the private rate, while those drawn upon firms in good 
standing are generally discounted at about ^ per cent 
above the private rate. 

The Bank of England rate governs the rate of in- 
terest paid on deposits by the London joint stock 
banks. This rate is generally 1% per cent below the 
Bank of England rate. 

5. Retirement rate.-^In cases where bills have docu- 
ments attached, with instructions to accept payment 
"under a rebate of /4 per cent above the rate of inter- 
est allowed on deposits by joint stock banks," if the 
bank rate were 4 per cent the deposit rate would be 
234 per cent and the rebate rate three per cent. This 
is known as the "retirement" rate, and the bill is said 
to be taken up "under rebate" in order that the drawer 
may obtain possession of the relative goods before ma- 
turity. Such bills are known as D/P bills (docu- 
ments on payment) and are not discounted by Eng- 
lish banks. 

6. Importantance of the Bank of England rate. — 
The movement of gold from one country to another, 
or even the probability of such a movement, is an im- 
portant factor in determining the rates of exchange 
on the countries affected. London, owing to the ex- 
treme sensitiveness of the Bank of England rate to 
gold movements, is particularly interested in its dis- 
coimt rate. Suppose, for instance, on account of a 
low sterling rate. New York commences to import 
gold from London. The Bank of England, seeing its 
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stock of gold becoming too low, 4:aises its official rate 
of discount, which is the term applied to the minimmn 
rate at which it will discount approved bills-A The 
London market, whose rate is usually a little lower 
than that of the Bank of England, will probably rise 
in sympathy, but if it does not do so the Bank of 
England, by borrowing money in the open market, 
will force up the rate and the effect of dear money is 
soon apparent. The foreign money markets, in order 
to take advantage of the higher interest rate in Lon- 
don, will allow their balances to accumulate there for 
investment or will purchase bills on London. Brit- 
ish merchants will decrease their imports and increase 
their exports. In this way the balance of payments 
gradually swings around again in favor of Great 
Britain. Exports of gold, therefore, cause ster- 
ling rates in New York and elsewhere to stiffen and, 
if the high rate is maintained sufficiently long, it 
will check the export and eventually induce an inflow 
of gold to London. Thus, the reserves of the Bank of 
England will again become normal and the rate will 
then be reduced. The importance of the Bank of 
England rate in controlling international exchange 
and gold movements cannot be over-estimated, and its 
effects are so far reaching that monetary conditions 
thruout the world are directly or indirectly influenced 
by it. The rate is fixed by the Directors of the Bank 
on Thursday of each week and tho as few changes as 
possible are made, the publication of the rate is always 
a matter of interest to the financial world. 
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The Bank of England is, at all times, fully pre- 
pared to make advances against satisfactory collat- 
eral, or rediscount approved acceptances at its mini- 
mum rate of discount. Facilities of this nature nat- 
urally create a feeling of stability and confidence 
among the English bankers, and the protection and 
assistance at their command in times of emergency 
enables them to conduct their business on a smaller 
cash reserve basis than is possible by bankers in coun- 
tries without similar protection. 

7. What the Bank of England rate effects. — ^It has 
been said that the Bank of England rate acts as a 
barometer of the financial condition of the world and 
any features of political or economic significance are 
reflected by its course. 

Mr. A. W. Margraff ^ in pointing out the import- 
ance attaching to the fluctuation of the discount rate 
of the Bank of England states the various results 
which are effected as follows : 

The discount rate: 

1. Establishes the minimum rate at which the Bank of 
England will discount acceptable paper. 

2. Fixes the rate of interest allowed by London joint- 
stock companies on short deposits, since this rate is one and 
one-half per cent under the Bank of England rate. 

3. Determines the rate of interest allowed by London 
bankers on cash balances to the credit of foreign corre- 
spondents, keeping active accounts with them, in so much 
that this rate is usually 1/^ to 1% below the Bank rate. 

4. Serves also to fix the rate of interest charged on cash 
overdrafts, on running accounts, as debit balances are gen- 

1 "International Exchange" by A. W. Margraff. 
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erally subject to the Bank rate, or ^ to 1% above, according 
to agreement. 

5. Establishes the open market discount rate in Great 
Britain at which private bankers, London joint stock com- 
panies and discount houses will discount paper for local 
or foreign account, the rate ordinarily being from ^ to 
^% below the Bank rate. 

6. Governs the "Retirement Rate of Discount" on docu- 
mentary payment bills, which is the rate of interest rebated 
to the drawee, or acceptor of a documentary payment bill 
for the time from the date of retirement or prepayment to 
the date of maturity of the bill, this rate being %% above 
the rate of interest allowed by London joint-stock com- 
panies for short-time deposits, which rate is based on the 
Bank rate as above. 

7. AiFects the value of all international bills of exchange 
as an advance in the Bank rate either advances the rate of 
exchange for a demand sterling draft in a foreign country 
or depreciates the worth of a long time sterling bill, as 
the interest rate for credit balances and the discount rate 
for long time paper are indirectly dependent upon the Bank 
rate. 

8. Has the power of protecting the gold reserve held by 
the Bank of England and of checking any protracted move- 
ments of gold importations by foreign tiations, in so much 
as an advance in the Bank rate adjusts the rates of foreign 
exchange to a point where operations of this nature become 
unprofitable. 

9. Invites and attracts the deposits of foreign banks with 
London correspondents as an advance in the Bank rate to 
a figure in excess of the earning capacity at home induces 
continental money lenders to seek the London market for 
investment of their funds. 

10. Indirectly has a tendency to depress or advance the 
values of stocks listed on the New York Stock Exchange — 
an advance in the Bank rate causing a decline in stock 
values, and a reduction in the Bank rate usually having the 
opposite effect, because the values of stocks are largely 
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dependent upon the monetary conditions obtaining in New 
York, and as New York bankers in periods of stringency 
nowadays resort to relieve the situation by issuing Finance 
Bills drawn upon English bankers, the Bank of England rate 
indirectly either facilitates or precludes their course of 
action. 



REVIEW 

What affect has the interest rate on exchange quotations? 

What is the bank rate in London and what relation has it to 
the foreign exchange rate and the movement of gold? What is 
the bank rate in: France^ Berlin^ New York? 

Discuss the market rate of discount; the retirement rate. 

Show how the Bank of England rate is an important factor in 
determining rates of exchange. 



CHAPTER XIII 

GOLD SHIPMENTS 

1. Gold or specie points. — The use of bills of ex- 
change as shown in Chapters IV and V eliminates, in 
a great measure, the expense and trouble of shipping 
gold in payment of intejrnational indebtedness. The 
necessity of importing gold arises only when the seller 
of a bill of exchange finds the price offered for his bill 
lower than the expense entailed in purchasing gold in 
the foreign country and importing it. Similarly, gold 
is usually exported when a purchaser finds it cheaper 
to ship gold to his foreign creditor than to pay the ex- 
change rate demanded. 

In explaining exchange fluctuations, we have, for 
the sake of simplicity, thus far spoken as if a solitary 
seller or purchaser of exchange imdertook the import 
or export of gold respectively whenever the rate be- 
came unsatisfactory. In practice, however, the ship- 
ment of gold is confined almost entirely to bankers 
and other large dealers in f o^ign exchange who have 
special facilities at home and abroad for undertaking 
such shipments. The merchant, therefore, or even the 
average banker, is not concerned in gold shipments, 
tho he is concerned in the rate of exchange which 
the shipments are intended to adjust. 

The cost of a shipment of gold between any two 
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countries can only be estimated. As it varies with the . 
size of the shipment and the facilities and knowledge 
possessed by those who undertake it. Sometimes spe- 
cial concessions are offered by a government in order 
to encourage the importation of gold into a country. 

2. Gold values, London and New York. — The 
operation and cost of gold shipments between New 
York and the various financial centers of Europe can 
be explained by reference to transactions with Lon- 
don, with which point the majority of gold shipments 
occur. 

Gold shipments between London and New York are 
made in several forms : 

Value in London Value in New 
per Ounce York per Ounce 

Fine gold bars £4.24771 $20.671835 

Gold bars— 900 fine— Eagles— 900 fine.. 3.82294 18.60465 
Standard gold bars — ^916% fine— Sover- 
eigns 3.89375 18.949182 

The Royal mint in London pays the above prices 
a fortnight after the gold is delivered to them. The 
Bank of England pays on delivery at the rate of 77s. 
9d. per oimce standard, the difference of l^d. cor- 
responding to about four per cent interest on the four- 
teen days' delay exacted by the Royal mint. 

The Bank of England will, as a rule, buy eagles and 
other coins (minted .900 fine) according to their full 
weight at the rate of 76s. 4Hd. and sell them (if in 
stock) at 76s. 9d. 

The United States mint assay office in New York 
pays 90 per cent of the above prices on delivery of the 
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gold, and the remaining 10 per cent, less a small melt- 
ing charge of 4 cents per $100, a few days later when 
the melting and assaying have been completed. 

Gold seUs according to weight and degree of fine- 
ness and it should be noted that the values of eagles 
and sovereigns quoted above, are .900 and .916%, re- 
spectively, of the value of fine gold bars. Gold bars 
are seldom absolutely piu^e by a few thousandths, 
but their value is easily established. A gold bar, for 

instance, that assays .995 fine is worth ^^ x 

20.671885 or $20.568476 per ounce. The London 
price of gold is always based on standard gold 916% 
fine, at £8: 17: 10% per ounce (£.89875). 

The ratio of the London prices to those of New 
York are as 1 : 4.86656; in other words, divide a New 
York price by the corresponding London price and the 
quotient is the mint par value of the sovereign in 
dollars. Reverse the calcidation and you get the par 
value of the dollar in English money. 

8. Gold shipments from New York. — The follow- 
ing description of a shipment of $1,000,000 in gold 
from New York to London is taken from Dean Jo- 
seph French Johnson's "Money and Currency" and 
will serve as an example of how a shipment of gold is 
made under normal conditions. 

During the last quarter of the nineteenth century the 
cost of shipping gold from New York to London fell from 
three to two cents per pound sterling. The charges for 
freight and insurance both declined, while the increased speed 
of transatlantic liners reduced the loss on account of interest. 
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The following figures, showing the cost of shipping 
$1,000,000 in gold from New York to London, were fur- 
nished by the representative of one of the largest New York 
banking houses: 

Invested in fine bars, 23,200,000 gr. (48,375 oz.) $1,000,000.00 

Assay office premium on bars, 4 cents per $100 400.00 

Freight, %2 per cent 1,562.50 

Insurance, ^(j per cent 625.00 

Paeklng and cartage 70.00 

Total outlay $1,002,657.50 

The Bank of England's "price" of gold varies from 77s. 
9^/^d. to 77s. lOV^d. per ounce, English standard, 916% fine. 
The mint coins an ounce of gold, English standard, into 
77s. lO^d. ; but the Bank of England, with which it is the 
custom of bullion owners to deal, usually pays a fraction 
less than this sum, thus saving itself from loss of interest 
while the bullion is being coined. It is assumed below that 
the bank pays 77s. lOd. per ounce. 

48^75 oz. fine = 52,772.7 oz., M6% fine. 

52,772.7 oz. @ 77s. lOd £205,374 

Deduct sundry expenses 4 

Net receipts in London ^205,370 

Cost of sovereign (1,002,657.60 -r- 205,370) $4.8822 

Mint par in United States 4.8665 

Cost qf shipment per sovereign $ .0157 

The reader will notice that no loss on account of interest 
is included in the foregoing. The new York banker who 
furnished the figures held that no such item was involved, 
for he sold sterling exchange as soon as he made a shipment, 
and so was never out of money in consequence. If we include 
interest for ten days at three per cent ($836.54), we raise 
the cost of the shipment to $.0197 per sovereign. 

4s. Gold shipments from New York to Ottawa. — At 
the beginning of the War, New York found itself with 
an unprecedented floating indebtedness to Europe, 
estimated at from $250,000,000 to $800,000,000. 
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Exchange became utterly demoralized. Cables on 
London rose to $5, to $6.50, and finally to $7 and re- 
mittances became impossible. On August 14, 1914, 
in order to ease the New York exchange situation, the 
Bank of England signified its willingness to accept 
payments in London on New York account against 
the deposit of gold in Ottawa, thus eliminating the 
danger and expense of ocean shipments in time of war. 
From $100,000,000 to $150,000,000 were sent from 
New York to Ottawa under this arrangement and 
sterling exchange was thereby stabilized until the fall 
shipments of wheat, cotton, etc., produced their 
effect. 

The deposits were accepted in Ottawa at the fixed 
price for gold bars of 77s. 6d. per ounce standard, and 
for eagles 76s. 0%d per ounce equivalent to rates of 
$4.89 and $4,893, respectively per pound sterling. 

Under normal conditions the Bank of England pays 
in London, 77s. 9d. per ounce for standard bar gold 
(or at the rate of $4.8744 per £) and buys eagles 
at about 76s. ^¥2 d. per ounce (or at the rate of $4.8719 
per £) and the difference between the Ottawa and 
London prices of 3d. or 4d. per ounce was most rea- 
sonable, considering it would barely cover the cost of 
shipment to London under normal conditions. No 
particulars are available as to the dates on which the 
gold was returned to New York after sterling ex- 
change became favorable to the latter. The greater 
part of the deposit, of course, was shipped on accoimt 
of the Bank of England itself, tho some of it was re- 
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leased to London and New York bankers against pay- 
ments made in ^jondon. 

For instance, in the beginning of June, whai cables 
were $4.78875, the Bank of England released eagles 
in Ottawa against a payment in London at the rate of 
77s. 63^d. per oimce, equivalent to the rate of $4.7985^ 
and, at the end of June, with cables at $4.7725, stand- 
ard gold bars were released at 79s, Id. per ounce, 
equivalent to the rate of $4.7922.^ 

At first glance the above transactions do not appear 
to be very profitable to the Bank of England as it 
paid $4.89 for standard gold in August, 1914, and 
sold it at $4.7922 in June, 1915, while eagles were sold 
at $4.7985 which cost $4.8980, but we must remember 
that these quotations are movable exchange (dollars 
and cents per pound) to London, consequently the 
Bank of England followed the old rule "buy high, sell 
low;" and practically made a profit of ten cents per 
pound sterling. 

To make this clear let us take the hypothetical case 
of a New York banker who transferred $10,000 to 
England via Ottawa in August, 1914, and transferred 
it back in Jxme, 1915. 

Aug. 13, 1914.— For the £10,000 paid to bis account in London, 

he delivered in Ottawa in full weight eagles .$48,930 

June 5, 1915.— For £10,000 deposited in the Bank of England, 

he will receive at Ottawa in eagles • 47,91)5 

Gain to the Banlc of England of $ 945 

Had the transfer been made by cable at 4.78% the 

1 372.093 -1- 77.5417. 
a 378.98364 ^ 79.083. 
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banker would have received only $47,887-50, so the 
Bank of England saved him $97.50 on the transaction. 

5. Shipmjents from Ottawa. — The actual returns of 
several shipments made to New York from Ottawa 
against pajrments in London during the summer of 
1915 are of interest. 

1. Purchase of eagles in London by arrangement 
with the Bank of England to release by cable the 
equivalent in Ottawa for shipment to New York : 

June 9f 1915 — 11,666.915 ounces of eagles, purchased at 
77s. 6^d. per ounce ($4.7985 per £) delivery in Ottawa 

for shipment to New York £45,23a-lS-0 

3 days' interest at London call rate, ^%, $35.57 7- 8-7 

Total cost in London £45,2r41- 0-7 

June 5, 1915. — Amount received in New York, 

$217,090 , $217,090 

(Average weight $10,000 eagles, 537,493 
ounces) 

Less express charges at 75^ $169.90 

Custom fee 2.10 165 



Sterling equivalent of. $916,995 

at 4.78y8 rate on June 9 in London for cable transfer. . £45,998-18-0 



Net profit on transaction £ 57-17-5 

The Bank of England charged for the gold at the rate 
of $4.7985 per pound sterling, the net cost delivered in 
New York was $4.79487 per pound sterling, and the 
net amount realized hy sale of a cable in London was 
$4.78875 per pound sterling, yielding a net profit of 
.00612 per pound sterling or $61.20 per $10,000. In 
other words, each dollar cost the purchaser 4s. 2.058d., 
which he resold at 4s. 2.1 17d. or a profit of about one- 
sixteenth of a penny per dollar. 

2. Purchase of bar gold in London, by arrange- 
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ment with the Bank of England to release by cable the 
equivalent in Ottawa for shipment to New York : 

September 23, 1915.-10,988.101 ounces of standard bar 
gold purchased at 80s. l%d. per ounce ($4.73 per £) 

delivery in Ottawa for shipment to New York £44,021- 1-5 

Interest at 41/^% for five days (Sept 23-98) 27-2-9 

Interest at 41/2% on £996-11-0 ($4,693.75 at 4.71) for 
seven days 17-3 

Total cost in London £44,049- 1-5 

September 28, 1915.— Paid by the U. S. Assay 

office on delivery $203,500.00 

October 5, 1915. — Balance, less assay charges, 

$2^.27 4,693.75 

Net amount from the U. S. Assay office 

(being at the rate of $18.949182 per ounce) .$208,193.75 
Less express charges, etc 150.05 

$208,043.70 
Sterling equivalent at 4.71 cable rate on September 28, 
in London £44,168-14-7 

Net profit £ 119-13-2 

The Bank of England released the bars at the rate of 
$4.73, the net cost of same delivered in New York was 
$4.7228, and the net amount realized by the sale of a 
cable on London was $4.71 per pound sterling, yield- 
ing a net profit on the transaction of 1.28 cents per 
pound sterling. 

6. Gold imports during the war. — ^Numerous 
examples of gold shipments can be found in any book 
of foreign exchange, but the following examples of 
shipments made from London during the year 1915 
are of interest. It should be noted in this connection, 
that, notwithstanding the abnormal conditions pro- 
duced by the war, the Bank of England has not ceased 
to redeem its notes in gold ; any one holding Bank of 
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England notes can convert them into gold, and, if 
willing to take the risk of shipping, pay with them a 
debt abroad. Great Britain has not yet found it 
necessary to prohibit the export of gold to neutral na- 
tions. 

Shipment of £100,000 in sovereigns from London to New York: 
September ^, 1915. — Shipped from London. 

October 19, 1915.-9% paid by Assay Office in New York $435,500.00 

October 18, 1915.-10% paid by Assay Office 49,867.53 

Representing 25,613.96 oz. standard gold at $18.949189 per 
ounce $485,367.53 

Less: 

Assay charges $ ^.04 

Interest @ 31/2% for 13 days on $435,500.... 549.30 

Interest @ 31/2% for 19 days on $49,867.53 90.83 

Freight and insurance 6,543.89 7,903.99 

$478,163.54 
Cable rate on September 99th, 4.73^ 473,950.00 

Net profit on the transaction $ 4,913.54 

Delivery of the sovereigns was taken by tale and not 
by weight from the Bank of England, consequently, 
owing to the presence of light sovereigns, the ship- 
ment only weighed 25,618.96 ounces (instead of 
25,682.18^ ounces had they been full weight), and 
only netted at the Assay Office $4.85367 per pound 
sterling instead of $4.86656, or a loss of 1.289 cents 
per pound sterling. Even with this handicap the 
shipment netted a handsome profit. 

iThe difference, or remedy as it is called, between the mint weight 
(193.074 grains) and the least permissible wei^t of the sovereign (199.50 
grains) is .774 grains or roughly % per cent. Under normal conditions 
the Bank of England seldom pays out sovereigns averaging less than 
956.90 ounces per £1,000, that is, .6918 ounces or about ^ per cent below 
full mint weight. (956.8918 — 956.90 = .6918.) The remedy or variation 
in weight on newly coined sovereigns permitted to the mint is .9 grains. 
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Shipment of standard bar gold from London to New York: 
September 1» 1915. — d,^^.157 owices standard gold pur^ 

chased at 77s. lid. per ounce i £20,578:8:1 

September 10, 1915. — 90% of value of above paid by Assay- 
office in New York on delivery $ 89,000.00 

September 14, 1915.— Balance 10% paid by Assay office 11,097.18 

Total amount paid by Assay office for the above bars, as- 
saying 4842.90 02. fine gold at $90.671835 $100,097.18 

Le98 : 

Assay charges $ 15.59 

Freight and insurance 1,389.94 

Interest @ 314% for 9 days on $89,000 (Sept. 

1-10) 77.00 

Interest @ 3%% for 13 days on $11,097.18 

(Sept. 1-14)" 13.81 1,496.34 

Net proceeds received in New York $ 98,600.84 

£20,578-8-1 at cable rate Sept. 1, $4.56 93,837.62 

Net profit on transaction $ 4,763.22 

Standard gold at 77s. lid, per ounce is equivalent to 
$4.86394 per pound sterling (878.98864 -^• 77.917). 
The proceeds netted $4.79148 per pound sterling 
which, with cable on September 1, at $4.56, showed a 
profit of 28.148 cents per pound sterling. 

As a general rule, it costs less to export gold than to 
import it for the reason that while in transit little or 
no expense for interest is involved in the former trans- 
action. Exports occur when rates are high and the 
exporter can sell his demand drafts and purchase and 
ship his gold simultaneously, the one practically off- 
setting the other on their arrival in London, or other 
destination. In the case of an import of gold, how- 
ever, the importer has to pay for the gold seven or ten 

1 Altho the Royal Mint is obliged by law to pay £3 178 10%d per ounce 
standard for all gold offered, it has no fixed selling price; the latter 
varies with the market. 
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days before he can realize on the proceeds in New 
York. He is, therefore, obliged to forego the use of 
the amount while gold is in transit. 

REVIEW 

When is it necessary to export gold? When is it imported? 

In what forms are gold shipments made? How does the Bank 
of England and the United States Mint Assay Office at New York 
respectively, buy coins? 

Show how the Bank of England relieved the New York ex- 
change situation at the beginning of the European war. 

Why does it usually cost less to export than to import gold ? 



/ 



/ 



CHAPTER XIV 

STERLING EXCHANGE 

1. The London market. — It will give a much 
clearer understanding of the operations of foreign ex- 
change to study in some detail the principal exchange 
markets, to learn the exchange practice in each market, 
and, having reviewed the principal financial centers, to 
explain how exchange is eflPected with other parts of 
the world. It must already be evident to the reader 
that in foreign exchange the London market is domin- 
ant and naturally calls for first consideration. New 
York will not, of course, call for special treatment at 
this point as the body of this volume explains Ameri- 
can exchange practice. Special note, however, must 
be taken of the operations of Paris, Berlin and Am- 
sterdam, with briefer mention of other centers and 
countries where exchanges are less highly developed. 

The insular position of Great Britain, the density 
of her population, the early development of manufac- 
turing enterprises, the possession of vast coal re- 
sources gave her at an early date a preeminent position 
in the world's commerce from which she cannot be 
easily dislodged. With her enormous commerce and 
her monetary system firmly and long established upon 
the gold basis, she has naturally come to occupy a sim- 

185 
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ilarly prominent place in the financial adjustments 
which international commerce renders a necessity; 
namely in foreign exchange. Thus, the monetary 
system of Great Britain based upon the poimd sterling 
is more widely known than any other. 

2. Monetary system. — ^An understanding of the 
monetary system of another country is the prerequis- 
ite of any knowledge of what exchange procediu-e 
really means. The illustrations given thruout this 
volume will, however, dispense with the need of any 
extended discussion of English money. 

As already stated the monetary unit is the pound 
sterling represented by a coin known as the sovereign, 
which consists of 128.27447 grains of gold 916% fine, 
and is thus the equivalent of 118^23 grains or 7.822885 
grammes of pure gold. The gold coins of common 
circulation are the sovereign and the half sovereign. 
Silver coins of limited legal tender are in circulation in 
denominations of 1, 2, 2V2 and 5 shillings and sixpence 
and threepence or V2 and % of a shilling. One poimd 
of standard silver (925 fine) is coined into 66 shillings ; 
a shilling, therefore, weighs 87.2727 grains of standard 
silver of 80.7272 grains of pure silver.^ Gold coins in 

1 British quotations for bar silver are quoted so many pence per ounce 
standard, so when silver is quoted at 24% pence per ounce, the pound 
standard costs 94s. 6d. (994 pence), which divided by 66 gives the in- 
trinsic value of the shilling 4C^^ pence. American quotations for bar 
silver are quoted so many cents per ounce of pure silver; therefore the 
London quotation for bar silver at, say, 95 pence would correspond with 

1000 
95 X ~ 97.097d for 1 ounce of pure silver or in American money on 

956 ' 

9T.097 
the basis of 49^1 6d per dollar, .^^.^ = 54.80 cents. 
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good condition are legal tender in Great -Britain to 
any amount, silver coins to the amount of £2, and cop- 
pers to the amoimt of 1 shilling. When the sovereign 
falls below the wdght of 122.50 grains it loses its 
legal tender quality. Such deterioration of the coin- 
age thru use is, however, rare, as the Bank of Eng- 
land under normal conditions issues no sovereigns 
which are below 122.976 grains in weight. This rule 
promotes the retirement of light weight coins. 

8. Paper money. — The Bank of England issues 
notes in denominations of 5, 10, 20, 50, 100, 200, 500 
and 1000 poimds. These notes are payable on de- 
mand at the Bank, and elsewhere are full legal tender. 
In effect they are practically the equivalent of the 
United States gold certificates, since all but a small 
portion of the issue of the Bank (£18,450,000) must 
be covered by gold, poimd for pound. Unlike the na- 
tional banks in the United States, the Bank of Eng- 
land and most foreign banks, can hold their gold in 
the form of foreign gold coins. Hence, when gold 
must be exported to the United States from foreign 
coimtries, there, are large reserves of the coin avail- 
able for the purpose. 

In the United States, gold serves mainly the pur- 
pose of bank reserves and very little gold coin is in 
circulation. In Great Britain, on the other hand, the 

The English price per ounce standard silver multiplied by the constant 
Sf.l99 will give the New York equivalent value per ounce of pure silver 
and the New York price per ounce of pure silver multiplied by the 
constant .456d will ^ve the English parity per standard ounce, thus 54.80 
cents X .4569 = 95 pence. 2S X 9.199 = 54.80 cents. 
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absence of any money except gold between the denom- 
inations of 5 shillings and five pounds forces the actual 
circulation of a considerable part of the monetary 
stock. In August, 1914, when there was an unusual 
strain on the gold supply and great difficulty in obtain- 
ing gold coins for current use, the British Government 
issued Treasury notes in denominations of 1<£ and 10 
shillings. These are also legal tender. 

Outside of London there are a few banks permitted 
to issue notes ; a survival of an older system of bank- 
ing. These notes are generally of small denomina- 
tion, and as there is a charge for collection in London^ 
their circulation is purely local. 

4. Coinage of gold. — ^While as we have seen the ex- 
changes between two different gold standard countries 
are determined in large part by the relation of the 
amount of pure gold in their respective coins, the mint 
par, the shipping points for gold depend upon the ease 
with which the gold coin or bar gold of one country 
can be made available for payments in the other. 
Hence the necessity of reckoning with the price which 
is paid for gold by the mint or by the banks of the 
other country and the terms of payment. 

Great Britain coins 1869 sovereigns from 40 lbs* 
troy of standard gold 11/12 fine, and the value of an 
ounce of standard gold is therefore £3. 17s. lO^d. 
(77.87465 shillings) ; of an ounce of pure gold £4. 4s. 
11.45d. (84.95416 shillings) ; and an ounce of mint or 
eagle gold £8. 16s. S^d. (76.458744 shilhngs). 
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The United States coins 800 gold dollars from 48 
ounces of mint gold 9/10 fine and the value of an ounce 
of mint or eagle gold as it is called, is therefore 
$18.60465, of an ounce of pure gold $20.671885, and 
of an oimce of standard gold $18.949182. These are 
also the Canadian values. 

The Bank of England pays immediately for gold at 
the rate of 77s. 9d. per ounce standard. 

The Royal mint in London and its four branches in 
Melbourne, Perth, Sydney and Ottawa, take any 
quantity of gold for coinage, which is free, but deliver 
the corresponding coins — at the rate of 77s. lOHd. per 
oz. standard — b. fortnight after the receipt of the 
gold. 

The difference of l%d. corresponds to about 4 per 
cent interest for 14 days on the ounce value. 

Under normal conditions the Bank of England pays 
£S 17s. 9d« per ounce for standard bar gold (or at the 
rate of £1 for $4.8744) and buys United States eagles at 
about £8 16s. 41^^. per ounce (or at the rate of £1, for 
$4.8719) but these prices occasionally vary. 

On August 13, 1914, the announcement was made that the 
Bank of England was willing to purchase gold at Ottawa, 
thru the Dominion Government, and to pay cash in London 
against same at the fixed price for gold bars at 77s. 6d. per 
ounce standard and United States eagles at 76s. 0%d. per 
ounce. It is useful to know how to arriye at the equivalent 
dollar rates. 

In the case of standard gold, divide $18.949182 by the 
London price per ounce in pounds and decimals of a pound. 

18.949189 

— ^gg^^ = 4.8901 per 1 pound sterling ai £8 17s. 6d. per 
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ounce standard gold. Or a rough calculation may be made 
by adding .0026 cents to par ($4.8666) for each half penny 
decrease from TTs. lO^d. 

4.8666-f (.0026X9) or .02S4=$4,8900 
For eagle or United States mmt gold, divide $18.60465 by 
the price per ounce 

—i^^-= $4.8982 

or add .0027 cents to par for each half penny decrease from 
768. 61/^d. . 

4.8666 +(10 X .0027) or .027 = $4.8936. i- 

5. Stamps and interest — Illustrations in earlier 
chapters have noted the fact that due allowance must 
be made for the stamp duties imposed by foreign coun* 
tries. The role that interest pays has been fully dis- 
cussed but in the actual work of transacting foreign 
exchanges an exact knowledge of interest usage is of 
value. 

The English stamp tax on bills of exchange 
amounts to one shilling for every J&IOO, or nearly a 
quarter of a cent per pound ($0.0024) . In exchange 
calculations an allowance for stamps is made of Ho of 
1 per cent. Checks, three-day sight bills and under, 
require only a penny stamp no matter what the 
amount. 

In computing interest three days of grace must 
be allowed, tho of course such a rule does not apply 
to checks or sight drafts. Interest is calculated by 
taking the exact number of days and the year at 
865 days. 

6. How London quotes exchange. — Quotations 
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on South America, China, India, Russia, Portugal 
and Spain are given in pence per foreign unit while 
all other coimtries are quoted in foreign money per 
pound sterling. Quotations on South Africa, Aus- 
tralia and other British colonies using the pound 
sterling are quoted at a discoimt or premium on 
£100. 

Foreign exchange quotations in London are pub- 
lished in two forms: 

(a) "Foreign Exchanges" or "Rates of Ex- 
change. These rates are published daily in the 
London papers and give the quotations for checks 
and bills on London obtaining at the various foreign 
centers, these rates being cabled daily or oftener if 
changes are frequent. 

(b) " Course of Exchange" or in "street" parlance 
"On Change Table.'* The quotations are pub- 
lished every Wednesday and Friday and represent 
the rates which English brokers pay for drafts 
drawn on the various foreign centers. In other 
words, "Foreign Exchanges" give the rates that for- 
eign exchange brokers are paying for drafts drawn on 
foreign centers. 

7. Rates of Exchange. — The following taken 
from The Times of 17th July, 1914, is a specimen 
of the "Rates of Exchange." It generally ap- 
pears with two other colimms giving the quotations 
for the two previous days. These are replaced here 
by explanatory remarks: 
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RATES PAID BT FOREIGN CENTERS FOR BILLS ON LONDON 

Paris — check 25f. l&^f-n^c. Francs and centimes per £1 

Brussels — check 25f. 29^30V2C. Francs and centimes per £1 

Berlin — sight 20m. 40-50pf. liarks and pfennigs per £1 

Berlin — 8 days 20m. 46V^pf. Marks and pfennigs per £1 

Vienna — sight 24kr. 16-18h. Kronen and heller per £1 

Amsterdam — sight 12fl. ll%-12^c. Florins and cents per £1 

Italy — sight 25L. 26-8c. Lire and cents per £1 

Switzerland — sight 25f. 18^-19^c. Francs and cents per £1 

Madrid— sight 26p. .05-15 Pesetas to £1 

Lisbon — sight 46^i6~46%6d. Pence to 1 milreis 

Petrograd — 3 months 95r. 10k. Roubles and kopeks per £10 

Petrograd — sight 95r. 75~85k. Roubles and kopeks per £10 

Ohristiania 18kr. 23-26 Kroner and ore per 1 

Copenhagen 18kr. 23^26^^ Kroner and ore per 1 

Stockholm 18kr. 23—26 Kroner and ore per 1 

Bombay T. T.i ^^Hi^ Shillings and pence per 1 rupee 

Calcutta T. T.i ^/^Id Shillings and pence per 1 rupee 

Hong Kong T. T.i l/lOfd Shillings and pence per 1 dollar 

Shanghai T. T.i 2/5{d Shillings and pence per 1 tael 

Singapore T. TA 2/8i{d Shillings and pence per 1 dollar 

Yokohama T. T.i 8/Offd Shillings and pence per 1 yen 

Alexandria 97%pi. Piastres i)er £1 

Rio de Janeiro, 90 days 2 . . IS^ied. Pence per 1 milreis 

Valparaiso, 90 dajrs 2 9%d. Pence per 1 peso 

Buenos Ayres, 90 days 2... 47^^6d. Pence per 1 peso or dollar (gold) 

Montevideo, 90 dajrs 2 51^2^. Pence per 1 dollar 

New York--Cable transfers. $4.87%e-^^60. Dollars and cents to £1 

1 Telegraphic transfer. 

2 These rates are telegraphed on the day preceding their receipt. 

Arranged as above the table calls for little comment. 

The reader should constantly bear in mind that 
these rates are quoted in foreign markets for bills 
drawn on London and that in the case of "movable 
exchange," i. e. foreign money per pound sterling, 
high rates are favorable to Great Britain, as more 
foreign money is received for a sovereign while low 
rates are unfavorable. Movable exchange in London 
is of course fixed exchange in the other coimtry and 
vice versa. 

In the case of "fixed exchange," i. e., pence for 
foreign money, the position is reversed as the higher 
rate gives more pence per foreign unit or, in other 
words, less foreign money is received for a sovereign. 
Fixed exchange in London is movable exchange in 
the foreign country. The quotation $4.86 per pound 
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is movable exchange in London and fixed exchange in 
New York. 

In many instances it will be noted that two rates 
are quoted. The lower rate is the buyers' price and 
the higher rate the sellers' price. The real or trad- 
ing price is generally between the two. The extent 
of the margin between the two quotations depending 
upon the volume of the transactions and whether or 
not the buyers or sellers are in the majority. 

The "Foreign Exchange Table" is the more im- 
portant, as far more bills are drawn on London than 
London draws upon other countries. These quota- 
tions serve as a barometer of international exchange 
and are very closely watched by financial men. 

In studying any foreign exchange quotations it is 
well to bear in mind the following simple rules : 

Movable Exchange. Foreign money per home 
unit. Buy high, sell low, the better the bill the lower 
the rate, the longer the currency the higher the rate. 

Fixed Exchange. Home money per foreign unit. 
Buy low, sell high, the better the bill the higher the 
rate, the longer the currency the lower the rate. 

8. Course of Exchange. — Every Tuesday and 
Thiu"sday, bankers and foreign exchange dealers 
meet at the Royal Exchange in London to buy and 
sell bills drawn on foreign centers and on the follow- 
ing day the papers pubhsh the prices at which bills 
have changed hands. 

The following table is taken from the London 
Times of July 17, 1914, and as in the case of the 
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Rates of Exchange previous quotations have been 
replaced by explanatory notes, 

OOUBSE OF EXCHANGE 

Showing Rates Paid bt London Bankers fob Bills Drawn on Fobsign 

Centers 

AmBterdam, etc. — checks. .. 12.2^12.2% Florins and stiyers i per £1 

Amsterdam, etc. — 8 months. 12 .4^12.5 V^ Florins and stivers per £1 

Antwerp and Brussels .... 25.50—25.56 Francs and cents per £1 

Hamburg 20.68-20.67 Marks and pfennigs per £1 

Berlin, etc 20.63-20.67 Marks and pfennigs per £1 

Paris — checks 25.17^25.20 Francs and cents per £1 

Paris — 8 months 25.36^-25.41^ Francs and cents per £1 

Marseilles — 3 months 25.36^-25.41U Francs and cents per £1 

Switzerland — ^8 months .... 25.37V2-25.42^ Francs and cents per £1 

Austria — 3 months 24.41-24.45 Kronen and heller 

Petrograd and Moscow — 8 

months 24^24% Pence to 1 rouble 

Ctenoa — 8 months 25.56^-26.61^ Lire and cents per £1 

New York — 60 days 48iMe-48i%6 Pence per $1 

Madrid — 8 months "^^^o^^?!? Pence per 5 pesetas 

Lisbon — 8 months 45^6-46if<i6 Pence per 1 milreis 

Oporto — 3 months 45%6-45i%6 Pence per 1 milreis 

Copenhagen — 8 months .... 18.48-18.52 Kroner and ore per £1 

Ohristiania — 8 months .... 18.48-18.52 Kroner and ore per £1 

Stockholm — 8 months 18.48-18.52 Kroner and ore per £1 

1 One florin = 20 stivers. 

It will be noted that these rates are closely in sym- 
pathy with those given in the above Foreign Ex- 
change Table and represent the price that London 
was willing to pay for bills on these centers. 

With one or two minor exceptions the quotations 
conform to those in the summary of Foreign Ex- 
changes. This table, however, is dated before the Eu- 
ropean war which commenced in August, 1914. 
Since then the discrepancies have apparently disap- 
peared and the quotations in the two tables are now 
practically uniform. New York and Spain are now 
quoted in foreign units per pound sterling instead of 
pence per foreign unit. Russia is quoted in roubles 
per £10, and Holland in florins and cents instead of 
florins and stivers. 
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Where two rates are quoted for long bills in the 
Course of Exchange the better price is for bank- 
ers' bills and the lower price for ordinary commercial 
bills. 

The short or check rate refers not only to checks 
and demand items but also to bills payable at eight 
days or less. When two rates are quoted for checks, 
the better ralte is for demand items and the lower 
rate for short date bills. Movable exchange ^ate 
for long paper is quoted higher than short exchange ; 
in other words, more foreign money will be received 
for a sovereign if payment in the foreign country is 
deferred thirty or sixty days, whereas, the reverse 
is true of fixed exchange quotations, the longer 
the payment is deferred the less the foreign unit 
costs. 

9, American quotations. — Sterling rates are quoted 
in the United States and Canada at so many dollars 
and cents to the pound sterling, $4.85, $4.86% and 
so on. There are two methods of progression; 
namely, advancing by eighths of a cent $4.85, $4.85%, 
$4.85%, and advancing by five one-hundredths of a 
cent per pound (00.05 cent), $4.8510, $4.8515, 
$4.8550 and so on. The latter is, of course, the 
closer quotation and is used in market transactions. 

10. Conversion. — In actual practice conversions 
are generally made with the aid of exchange tables, 
but every operator should be able to make the neces- 
sary calculations for himself. 

Sterling ciu'rency is non-decimal: — 



196 DOMESTIC AND FOREIGN EXCHANGE 

£1 = 20 shillings = 240 pence = 960 farthings 
.05 = 1 shilling = 12 pence = 48 farthings 
.004^ = 1 pence = 4 farthings 

It will be found more convenient for purposes of 

calculation to reduce all shillings and pence to the 

decimal of a poimd. 

To reduce shillings and pence to the decimal of a pound, 
multiply the shillings by .05, and the pence by .004^. The 
reason of this is apparent. 

£1 = 1. 

Is = .05 of a pound. 
Id = .004166 of a pound or .004%. 
If only an approximation to the nearest penny is desired, 
multiply the pence by .004, and add one to the result if 
over twelve, and two if over thirty-two. 
Example: 

Reduce £15, 8s, 7d. to pounds and decimal : — 

15 £15.00 

.06x8 40 

.004%x7 089% 



£16.429% 

To reduce decimals of a pound to shillings and pence, 

divide the first two numbers by five for the shillings, and the 

remainder by four for the pence (to be exact, divide by 



.025 



.W^Ye ) 


or "7 












The following 


r table will be found useful : 




ft 


ShiUings 


£ 1 


Shillings 


£ Pence 


£ 


Pence 


£ 


1 


.05 


11 


.55 1 


.00416 


11 


.04583 


2? 


.10 


19 


.60 2 


.00833 


12 


.05000 


3 


.15 


13 


,65 3 


.01250 


M2 


.00013 


4 


.20 


14 


.70 4 


.01666 


He 


.00026 


5 


.25 


15 


.75 5 


.02083 


%2 


.00039 


6 


.30 


16 


.80 6 


.02500 


% 


.00052 


7 


.35 


17 


.85 7 


.02916 


Vi. 


.00104 


8 


.40 


18 


.90 8 


.03333 


% 


.00208 


9 


.45 


19 


.95 9 


.03750 


% 


.00312 


10 


.50 


20 


1. 10 


.04166 


9 ^E 
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The rules fot* conversion are 

English money into dollars : Multiply the an^ount in pounds 
by the rate per pound. 

£2,500 at 4.86S5 = 2,500 X 4.8635 = $12,158.75 

Dollars into English money : Divide the amount in dollars 
by the rate per pound. 

$2,500 at 4.8635 = f gg^ = £514.0331 = £514. 0. 8. 

Since £15 is equal to $73 at par ($4.8666), sterling 
amounts may be converted into dollars at par by multiplying 
by 73/15, and dollar amounts may be converted into pounds 
sterling at par by multiplying by 15/73. 

11. Profits. — ^When a profit of so much per pound 
is desired, no calculation is necessary. ' A cent ad- 
vance per pound means one dollar per £100 or ten 
dollars per <£l,000; a point advance per poimd (00.01 
cents) gives ten cents on <£l,000 and five points (00.05 
cents) per pound means a profit of 50 cents per 
£1,000. One-eighth of a cent advance gives 12H 
cents per £100. 

When the profit is figured on the dollar value it 
will be, roughly, double the advance in the rate 
(4.87 X 2, or double the value of a pound, being nearly 
10.00) . An advance of pee points means a profit of 
10% cents per $1,000, and an advance of fifty points 
(say $4.8500 to $4.8550) gives a profit of only $1.03 
per $1,000. One-eighth of a cent advance means a 
profit of 26 cents per $1,000. 

On ordinary transactions a profit of one-eighth to 
one-quarter of 1 per cent should be made, or from 
sixty points to a cent and a quarter a pound, accord- 
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ing to the nature and amount of the transaction* On 
small transactions two or three cents per poimd 
should be charged in order to obtain a minimum. 

12. Purchase of hills of exchange. — Practically- 
all exchange business in sterling is transacted by 
cable or by demand and sixty day bills, and quota- 
tions are generally furnished accordingly. Occa- 
sionally, however, it is necessary to make a quota- 
tion on some special dating, such as 80 or 90 days, 
and examples are therefore given below. 

Making the allowances for stamps already noted 
and calculatkig interest at the appropriate rate the 
following table will be found serviceable. 



STERLING EXCHANQE INTEREST 
TABLE FOR USE IN PURCHASING BILLS OF EXCHANQE 



Bates 
Per Gent 



Basis. 



1/2. 
8/4. 
I*. 



2X- 
8J<. 
4}J- 



6jt. 

6J(. 



Stamps. 



8 Days 



$486. 



.ooe 

.006 
.010 

.000 
.060 
.040 

.060 
.120 
.160 

.199 



.84 



10 Days 



$4S6. 



.006 
.017 
.033 

.066 
.100 
.188 



.688 

.664 
.797 

.84 



88 Days 



VTOOa 



.007 
.066 
.110 

.819 
.389 
.439 

.877 
1.816 
L754 

8.193 
8.631 

.84 



68 Days 



$486. 



.068 
.106 
.800 

.419 



.887 

1.674 
2.611 
a849 

4.186 
6.088 

.84 



78 Days 



$486. 



.061 
.121 
JS43 

.486 
.788 
.970 

1.940 
8.910 
8.880 

4.860 
6.880 

.84 



98 Days 



$486. 



.077 
.164 
.809 

^8 
.927 
«836 

2.478 

a707 
4.943 

6.179 
7.416 

.84 



128 Days 



$486. 



lOS 
.804 
.409 

.817 
L286 
L634 

3.260 
4.903 
6.538 

8.172 
9.807 

.24 



The above fls ares are calcalated on the basis ot $485 per £100 and 866 daya{)er year. 
Stamps one staiUlncr por £100 or 1/20 of lj(. 
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Examples showing how the rates for different 
kinds of bills are calculated, (as a matter of conven- 
ience the calculations are based on £100) . 

What price can be paid for : — 

(A) Commercial bill on London, draft drawn 
♦ payable three days after sight, no docu- 
ments attached ("Clean Bill") ? 

New York rate for demand check on Lon- 
don $487.00 

Stamp duty (Id) not figured 00 

Discount 6 days, 8% (private rate) 24 .24 

$486.76 
Nearest commercial rate $4.8675 

(B) Sixty days' sight draft on London Bank, 
documents against acceptance ? 

New York rate for demand check on Lon- 
don $487.00 

Discount, 68 days, 3%% $2.93 

Stamp duty, 1/20% 24 3.17 

$483.83 

Nearest commercial rate $4.8385 

( C) Ten days' sight draft on a merchant, docu- 

ments deliverable against acceptance ? 

New York rate for demand check on 
London $487.00 

Discount, 13 days, S%% 66 

Stamp duty, 1/20% / . . .24 .90 

« ' 

$486.10 

Nearest commercial rate $4.8610 

(D) Sixty days' sight draft drawn on a mer- 

chant, documents deliverable against pay- 
ment, covering a shipment of perishable 
goods ? 
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New York rate for demand check on 
London $487.00 

Retirement rate of discount at which 
draft may be retired at option of drawee 
under rebate. 

63 days, 3% $2.62 

Stamp duty, 1/20 24 2.76 

$484.24 
Nearest commercial rate $4.8425 

In Canada the above calculations would be aflfected 
by the discount or premium on New York funds. In 
the last example if New York funds had been at %4 
of 1 per cent discount it would have been necessary to 
have deducted 23 cent?; and the Montreal rate for a 
sixty-days' draft would have been $4.84. H2 pre- 
miimi would have made the rate $4.8440. 

REVIEW 

How does the Bank of England, as well as most foreign banks^ 
differ from national banks in the United States with respect to 
gold reserves ? What advantage is gained thereby ? 

How are exchanges quoted on London, in what forms are they 
published and when? 

What is the value of a foreign exchange table? What rules 
should be borne in mind when studying it? 

How are sterling rates quoted in the United States and Can- 
ada ? What method of progression is usually followed and why ? 

How are profits figured on the 'dollar value ? 



CHAPTER XV 

FRENCH EXCHANGE 

1. The Paris market. — In France, the financial 
center is Paris and all exchange is quoted in Paris. 
As a trading center Paris is not so important in com- 
parison with other French towns as London is com- 
pared with English cities. But as an investment 
center Paris far outstrips the other cities, and this 
gives it its importance in the financial world. 

2. Latin Union. — In many respects the French 
monetary system resembles that of the United States, 
The standard has come to be gold, but in circulation 
there is a large amount of silver (five francs pieces) 
which is accepted, under the law, as unlimited legal 
tender. France is the chief member of the Latin 
Monetary Union formed in 1865 in conjunction with 
Belgium, Italy and Switzerland. Greece became a 
part of it two years later. Tho known in the respec- 
tive countries by different names the coins of all mem- 
bers of the Union are identical in weight and fineness 
and have legal currency thruout the Union. Other 
states, Spain, Bulgaria, Roumania, Serbia and Fin- 
land have the same units but are not associated with 
the Latin Union thru any monetary treaties. 

201 
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The original treaty of the Latin Union contem- 
plated a bimetallic system of currency, but soon after 
the Union was founded the free coinage of silver was 
suspended, but not before a large quantity of full le- 
gal tender five franc pieces had been coined and put 
into circulation. However the continued coinage of 
gold has reduced this silver money to a subordinate 
position. 

8. Monetary system. — The unit of the French 
monetary system is the franc of .32258 grammes 900 
fine, equivalent to .290822 grammes of pure gold. 
In the gold coinage it is represented by its multiples 
5, 10, 20, 50, and 100 francs, tho coins above 20 francs 
are rarely seen. The Napoleon or twenty franc piece 
may be regarded as the standard gold coin. 

A kilo of mint gold 900 fine is coined into 155 Na- 
poleons or 20 franc pieces or 8100 francs. It follows 

that the value of 1 kilo of fine gold = -^— x 3100 

or fcs. 3444.444, and a franc contains .290822 grains 
of fine gold. France has only one mint, situated in 
Paris, which pays at the rate of fcs. 8487 for one 
kilo of fine gold for coinage, arrived at as follows: 

Value of 1 kilo of mint gold 900 fine . . fcs. 3100. 
Less mint charges per kilo 6.70 



fcs. 3093.30 

The value of one kilo of fine gold = — ^ — = fcs. 

8487. 

The Bank of France will purchase British gold 
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coin at the rate of 8149.6668 fcs. per kilo; and Aus- 
trian, German, Russian and American coin at fcs. 
3090.5504 per kilo. 

The silver five franc piece weighs 25 grammes 900 
fine and contains 22.5 grammes of pure silver. In 
addition to the five franc piece there are silver coins of 
two and one franc, and of 50 and 20 centimes or 
one-half and one-fifth franc. These smaller coins are 
exact subdivisions by weight of the five franc piece 
but as the fineness of these coins is only 885, there 
is less pure silver in five one-franc pieces than in the 
five franc piece. Smaller coins than five francs are 
limited in amount to 7 francs per head of the popu- 
lation. Unlike the five-franc pieces they have not 
unlimited legal tender. 

Paper money is issued only by the Bank of France 
in notes of 50, 100, 500 and 1,000 francs. 

4. Stamp duties and interest. — There is a tax of 
ten centimes on checks payable in the town in which 
they are drawn and of twenty centimes if payable 
elsewhere. Bills of exchange are taxed five centimes 
per fcs. 100 or fraction. For quotation purposes 
stamp duties are reckoned as 26 centimes or %o of 
1 per cent on $100 (Fcs. 5.20) . 

The law requires a check to be paid within eight 
days from the date of issue ; otherwise it is considered 
as a bill of exchange. As figures can be easily 
changed the law requires the date to be written in 
words. 

Quotations for time bills drawn on France are ar- 
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rived at by adding the interest and stamps to the de- 
mand rate. The interest is calculated on a basis of 
Fes. 520 equals $100. There are no days of grace 
and interest is computed on the basis of 860 days to 
the year. The following rules will be helpful. in de- 
termining the tate of interest which is applicable. 

Documentary payment bills can be discounted with banks 
at the Bank of France rate. 

Documentary acceptance bills are usually subject to dis- 
count at the Bank of France rate for the last five days and 
at the private discount rate for the balance of the time. 

Discountable bills on first-class commercial firms are dis- 
counted at the open market rate. 

A reduction in the discount rate of the Bank of France 
produces a fall in the London price of long bills on Paris 
and also produces a rise in French exchange. 

Drafts on French banks are debited to the account on re- 
ceipt of the relative advices. Interest on the amounts of 
drafts not promptly presented is therefore a source of rev- 
enue to the French bank. 

Overdrafts in French accounts are expensive, as the rate 
of interest on debit balances is usually greater than in the 
case of any other Eur<^ean account. 

French bankers usually charge an extra commission for 
telegraphic transfers to firms or persons not classified as 
bankers. 

5. How Paris quotes exchange. — The usage in 
French quotations is to give the value of the foreign 
money in francs. For this purpose 100 units of the 
foreign money are taken as the basis except in the 
case of the pound sterling when a single pound is 
used. On a sight or check basis the quotations are as 
follows : 
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London 25.18 francs per 1 £ 

Germany 128% " " 100 marks 

Latin Union 99%6 " " 100 francs 

Holland 208% « " 100 florins 

Russia 264% « " 100 roubles 

Austria 104%6 " " 100 crowns 

New York 517% " " 100 doUars 

6. French exchange in New York. — (a) Quota- 
tions at so many cents to the franc are only used in 
minor exchange operations and drafts drawn on smaU 
French towns. The conversions in this case resolve 
themselves into simple problems in multiplication or 
division. 

(b) Franc quotations — So many francs to the dol- 
lar, are the reverse of all the usual exchange quota- 
tions, so that a higher rate means cheaper or lower 
exchange; i.e., more francs are received for the dollar. 

Thus :— 

$1,000 at 5.183^^ will purchase Fes 5181.25 

$998.80 at 5.18% will purchase Fes 5181.25 

Franc quotations advance % of a centime per dol- 
lar or about H of a cent per franc. It will also be 
noticed that the advance of % of a centime in the above 
illustration corresponds roughly to a decrease of H 
of 1 per cent in the dollar value. 

For an ordinary transaction this advance of % of a 
centime is sufficient, but in large transactions where 
the quotations are necessarily close, the "shading'* is 
effected by increasing or decreasing the quotation by 
3^4 of 1 per cent, etc. This plus or minus fraction 
does not, however, apply directly to the rate, but 
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means %4 or H2 of 1 per cent, etc., on the amount of 
dollars converted at the rate of 518^6 or 520 as the 
case may be. 

Francs into Dollars at a Fractional Rate: — 

Fes 1,000 at 6.18% equals $193.0087 

Fes 1,000 at 6.18% plus 1/64 193.0087 

plus 1/64 of 1 % . . .0301 

equals $193.0388 

A plus fraetion makes the francs eost more. 
A minus fraetion makes the franes eost less. 
Dollars into Francs at a Fractional Rate: — 

$1,000 at 6.18% equals Fes 6181.26 

$1,000 at 5.18% plus 1/64 Fes 5181.25 

less 1/64 of 1 % of itself . . .81 

equals Fes 6180.44 

Or another way: — 

1/64 of 1% of $1,000 is .15% eents whieh at the above 
rate equals 81 centimes, to be deducted from the f rane amount 
as above. 

A plus fraetion decreases the number of franes received. 
A minus fraction increases the number of francs received. 

7- Fractional quotations. — It must always be borne 
in mind that the fraction (plus or minus) refers to 
the dollar amount only in any exchange quotation, a 
plus iv2iQi\oii makes francs (or marks or florins) cost 
more dollars, a minus fraction makes francs (or marks 
or florins) cost less dollars. 

Thisi at first sight, may appear to be complicated, 
but a little practical experience, and the assistance of 
the following table should make it quite clear. 

Francs Dollars 

5^0 plus ^ 5.19837 590 plus ^ .199367 

590 plus ^ 5.19919 590 plus :^ .199337 

590 5.90 590 .199307 
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Francs 








Dollars 


5^ 


minus 


^ 


5.20081 


590 


minus 


^ 


.199977 


520 


minus 


M2 


5.<^0169 


590 


minus 


^2 


.199947 


590 


minus 


%4 


5.90943 


590 


minus 


%4 


.199917 


523% 






5.93195 


593% 






.1911589 



From the above it will be noticed that %4 makes a 
diflference of .000030 in the dollars, and .00081 in the 
francs column. The rate 520 — %4 decreases the 
value of the francs over the 520 rate by .000030 to 
.192277 cents but increases the value of the dollar 
.00081 to Fes. 5.20081. 

The above, or any franc exchange table, will show 
at a glance how the dollar value decreases as the franc 
value increases,the franc at 520 being worth 19.2307 
cents, while at 5233^ it is only worth 19.1158 cents. 
The effect of the fractional shadings should also be 
studied until they are fully understood. As pointed 
out above the fraction refers to the dollar amount only ; 
it can be applied to the franc quotation, however, if 
the sign is reversed. 



Thus Fes. 1000. at 5.90 = ^^ = $199,307 

If the rate was 5.90 -f- %4 add ^^4 of 1% of $199,307 = .030 

$199,337 
The same result could be obtained by deducting ^ 
of 1% of itself from 5.90 = 5.19919 and proceeding as 

*^^^^inM9'= ^^^^-^^ 

The reason of this is simple, the plus sign of the fractional quotation 
calls for more dollars, therefore the divisor must be less than 5.90. 



8. Profits. — ^When the rate is quoted at so many 
cents per franc, an advance in the rate of one-hun- 



808 DOMESTIC AND FOREIGN EXCHANGE 

dredths of a cent (.01 cent) would of course mean one 
cent profit on Fes. 100, or ten cents of Fes. 1,000. 
The rule is to buy low and sell high. 

Fes. 1,000 at .193 would cost $198, and if sold at 
.1985 would realize $193.50, a profit of 50 cents or 
nearly 3^4 of 1 per cent. An advance of .01 cent in 
selling corresponds to a profit of about fifty cents 
per $1,000 or %o of 1 per cent. $1,000 would pur- 
chase Fes. 5,181.85 at .198, but at .1985 $1,000 would 
only purchase Fes 5,167.96, a difference of Fes. 18.39 
or $2.54, representing ^4 of 1 per cent profit on $1,000. 

When franc quotations are used, a difference in the 
rate of % centimes (.625 centime) corresponds ap- 
proximately to H of 1 per cent on the dollar value or 
12^2 cents per $100. The rule is to buy high and sell 
low. Fes. 1,000 purchased at 5.15^^ would cost 
$108.94, and if sold at 5.15 would realize $194.17, a 
profit of .28 cents, or % of 1 per cent on 198.94. If 
sold at 5.15%+yi6, $194.06 would be paid (198.94+ 
.12), and the profit reduced to Me of 1 per cent. 
$1,000 at 5.15% would purchase Fes. 5,156.25, but 
$1,000 would only purchase Fes. 5,150 at 5.15, a dif- 
ference of Fes. 6.25 or $1.25, representing a profit 
of h of 1 per cent on $1,000. If the rate was 5.1 5^^ 
+ ^2, the draft would be for Fes. 5,154.68 or Fes. 
1.61 (81% cents) profit. 

The profit on bills of exchange is always figured on 
the rate, not on the amount, as illustrated in the fol- 
lowing example: 

What price should be paid for a sixty day bill on Paris, 
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check rate 6.16%, discount rate 8 per cent, to realize a profit 
of ^ of 1 per cent? 

Check rate 516.626 

Interest 3%, 60 days. 2.60 

Stamp Ho .26 

Profit ^ of 1% 1.29 4.15 

519.775 or 5.20 + %4 
or 5.19%-%4. 

9. Purchase of French long bills. — The sight rate 
is the basis from which the rates for long bills are cal- 
culated in New York. It should be carefully noted 
that, as the quotation is given at so many francs to the 
dollar, allowances for interest, stamp duty, etc., 
should be added to the sight rate. 

When quoted rates are supplemented by fractional 
quotations, it is necessary to take these fractions into 
consideration in calculating the rates to be paid for 
bills, as follows ; 

Percentage If minus, add If plus, deduct 

fraction to rate ft-om rate 

%4% Fes. .00081 Fes. 00081 

%2% " .00162 ** .00162 

%4% " .00243 « .00243 

^6% " .00324 " .00324 

Calculation can be simplified by the use of the fol- 
lowing French Exchange Interest Table: 

Rate 3 days' 10 days' 30 days' 60 days' M days' 

percent sight sight sight sight sight 

Basis Fes. 520 500 590 590 590 

Mj .003 .009 .027 .054 .081 

% .005 .018 .054 .108 .162 

H .011 .036 .108 .217 .325 

^ .099 .079 .917 .433 .650 
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Rate 3 days' 10 days' 30 days' 60 days' 90 days' 

percent sight sight sight sight sight 

Basis Fes. 630 5S0 530 530 530 

% .033 .106 .335 .650 .975 

1 .043 .144 .433 .867 1.300 

3 .087 .389 .867 1.733 3.600 

3 .130 .43Sf 1300 3.600 3.900 

4 .173 .578 1.733 3.467 5.300 

5 .317 .733 3.167 4.333 6.500 

6 .360 .867 3.600 5.300 7.800 
Stamps .36 .36 .36 .36 .36 

The above figures are calculated on the basis of $100 being 
equal to 520 francs and 360 days per year. 

Example 1, Paris check rate in New York is 5.18%, Bank 
of France discount rate 3 per cent, find the rate for 60 day 
bills. For convenience the calculation is made on the basis 
of $100. 

Check rate 518.125 

Add 

Stamp duty 34o of 1 9& 26 

Interest 60 days at 3% . . . 2.60 2.86 

520.985 
or 5.21% + %4 arrived at as follows: 520.985 = 521.25 — 
00.265, but Fes. .243 is equivalent to %4, and reversing the 
minus sign the quotation reads 5.21% + %4. 

Example 2, Paris. check rate in New York is 518%-%4, 
Bank rate 3 per cent, find the rate for 60 day bills. 

Check rate 518.125 

Add 

%4 of 1% .081 

(5.18y8-%4) 518.206 

Add 

Interest at 3% 2.60 

Stamps %o of 1% 26 2.86 

521.066 
or 6,21% + %2 (521.25— .162 or %2 = 521.088). 
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In Canada the above calculations would of coiu'se 
be aflFected by the discount or premium on New York 
funds, but in French exchange the premiimoi is de- 
ducted and the discount is added to the rate. 

REVIEW 

What monetary system was established by the Latin Union? 
What system did the original treaty contemplate ? 

How is exchange quoted in Paris? How do franc quotations 
advance in ordinary transactions and in large transactions? 

Discuss fractional quotations. 

How is profit on bills of exchange figured? Give an example. 

What is the basis from which rates for long bills are calculated 
in New York? 



CHAPTER XVI 

GERMAN EXCHANGE 

1. The Berlin market — In recent years, the ex- 
change market in Berlin has become of the first im- 
portance. This is due to the remarkable expansion 
of German foreign trade, and the considerable devel- 
opment of German branch banking thruout the world. 
The former glory of Frankfurt as the financial cen- 
ter of northern Germany has paled before the ascend- 
ancy of Berlin. 

2. Money. — The monetary system of the German 
Empire as respects the use of gold and silver is not 
so exclusively gold as that of the United Kingdom, 
nor is it charged with so much silver as that of France. 
While adopting the gold standard there are vestiges 
of the former silver standard in the form of the thaler, 
but these are not nearly so nimierous as the five franc 
piece in France, and are, moreover, being withdrawn. 

The monetary unit is the gold mark of .39824 
grammes 900 fine or .85842 grammes of fine gold. It 
is represented in the circulation by coins of 10 marks 
and 20 marks. 

A kilo of fine gold will produce in coin 2790 marks. 
The six German mints accept foreign coins for recoin- 
age but charge 6 marks per kilo of fine gold for ex- 
penses in addition to some minor charges. 
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The Reichsbank will buy foreign gold coins at the 
following rates per kilo: sovereigns M. 2551.536; gold 
coins of the Latin Union and of Austria M. 2504.208> 
coins of the United States M. 2505.60. 

Silver coins are of 5, 2 and 1 mark and 50 pfennig 
(% mark). The silver mark weighs 5.555 grammes 
900 fine. 

Bank notes are issued in denominations of 1,000» 
100, 50, 20 and 5 marks, are issued by the Reichs- 
bank. The Reichsbank is authorized to issue notes 
in any amount provided the issue is covered by 
metal (which includes gold and silver) treasury notes 
and the notes of other banks. It may issue notes 
also if % is covered by metal, and the balance se- 
cured by bills, but , the total issue must not exceed 
541,600,000 marks. 

Notes of four other banks, one each in Baden, 
Bavaria, Saxony and Wuerttemberg, in denomina- 
tions of 100 marks are also in circulation. There are 
also governmental treasury notes, the amoimt of which 
is said to have been increased enormously after Au- 
gust, 1914. 

8. Stamp duties. — Checks are subject to a tax of 
10 pfennige each, irrespective of amount, and bills of 
exchange must pay 50 pfennige for each 1,000 marks 
or fraction. The stamp tax can be avoided on checks 
by writing after the name of the drawee bank "Pay 
against this check from our crfedit balance." 

For quotation purposes the stamp duty is reckoned 
at V20 of 1 per cent or .05 cents per 400 marks. Drafts 
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drawn in dollars are stamped on the basis of 4.25 
marks per dollar. 

In order to avoid German stamp duty, American 
exporters, instead of drawing sight drafts on their 
Grerman customers, instruct the latter by formal letter 
to pay the amount of the purchases to the American 
bank's German correspondent. 

'These are called Letters of Delegation and are sold 
quite extensively. They are usually accompanied by 
bills of lading only, to be delivered on payment of the 
amount involved. Sometimes, however, the other 
shipping documents are attached as in the case of 
documentary drafts. 

The Imperial Reichsbank of Germany transfers 
money from one branch to another free of charge for 
clients who carry satisfactory balances. These are 
known as Griro conto transfers* Outside of conven- 
ience to the customers the practice evades the stamp 
duty on checks. 

As money can be transferred by the Griro conto sys- 
tem to any city in Germany where a branch of the 
Reichsbank is located, premium or discount on ex- 
change between different German cities ( as in the case 
between New York and Chicago or between Canada 
and the United States) is imknown. 

4. Interest rates and commercial usages. — Interest 
is calculated on a basis of four marks to 95 cents, and 
860 days to the year and 30 to the month. There are 
no days of grace. 

Documentary acceptance bills are generally dis- 
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counted at the open market (private discount) rate 
and documentary payment bills at the Reichsbank 
discount rate. 

Contrary to the practice of English banks, German 
banks will discount documentary payment bills and 
place the proceeds to the credit of the foreign bank's 
accoimt. 

Cash items and remittances are credited to the ac- 
coimt "value'' (by value is meant the date from which 
interest is credited or debited) the day following the 
date of actual payment, instead of * Value" the date of 
payment as in London. 

In the case of sight bills drawn with documents 
against acceptance, the first of exchange is generally 
forwarded direct to the point on which it is drawn for 
the purpose of fixing the date of maturity of the bill 
at the earliest possible moment. The second of ex- 
change is forwarded direct to Berlin or other central 
town in which the foreign bank keeps its account, for 
discoimt and credit. 

It is not customary to indorse the first of exchange, 
but indorsements by the bank may be made to the 
order of its correspondent in Berlin, to whom the duly 
indorsed seconds are remitted in due course. 

Importers in Germany as a rule will not accept 
drafts against importations until the duplicate docu- 
ments (duplicate draft, bill of lading, etc.) are pre- 
sented, and in order to have the original draft ac- 
cepted immediately upon its arrival, banks in this 
country when forwarding such bills for acceptance 
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and oriketion^ win jrtladh to the oi^mal di^ 
ofandiim Mgteaneal to tlie effect that the duplicate 
bill of lading is in tiieir ponessioD and that the dupli- 
cate documents will be deliirefed in due oourae. 

In tiie case of biDs wliicfa are not payable in Ham- 
burg or Berlin^ a commission charge varying from 
Ho toVzo is made for collection. This diarge should 
of course, be taken into considaaticHi in calculating 
the value of a bilL 

5« German quotations. — ^Berlin quotes on an eight 
day basis/ marks per foreign unit or hundred unit: 

London 20.45^2 marls per £1 

Latin Union 81.S0 ^ per 100 francs 

Austria 85.30 ** per 100 crowns 

Russia 216. ^ per 100 roubles 

Amsterdam 168.70 '' per 100 florins 

New York 4.22 ** per $1 

6. American quotations. — Quotations at so many 
cents (about 28.87) to the mark are only used in minor 
exchange operations and for drafts drawn on saisXL 
German towns. In the case of large transactions 
marks are generally quoted 95^2 or 95^, etc. ( advanc- 
ing by Ksth of a cent per 4 marks) which means that 
four marks are worth 95^2 or 95*^^, etc., cents. When 
this method is used, it is necessary, when making cal- 
culations, to multiply or divide by four, in order to ob- 
tain the rate per dollar or per inark. 

For all ordinary transactions this method of quota- 

iTo obtain the check rate add 8 days* interest; there are no days 
of grace in Germany. 
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tion is sufficient, but in wholesale transactioiis, where 
the quotations are necessarily close, the leading is 
effected by increasing or decreasing the quotations by 
%4 of 1 per cent of the dollar amount. 

Where the f racticmal rate of plus or minus is used, 
it applies only to the amount in dollars. Therefore in 
converting dollars into marks: 

(a) A plus fraction means that fewer marks will 
obtained, so deduct the fraction from the marks. 

(b) A minus fraction means that more marks will 
be obtained, so add the fraction to the marks. 

A study of the following table will make the use of 
these equivalents clear. It will be noticed that a 
minus sign before the fraction decreases the dollars, 
and increases the marks, and a plus sign before the 
fraction increases the dollars and decreases the marks. 



Marks per dollar 


Cents per 4 marks 


Cents per mark 


4.1686S0 


96 — %4 


28:98875 


4.167969 


96 — %2 


28.99S50 


4.167317 


96 — %4 


23.99625 


4.166666 


96 


24. 


4.166015 


96 + %4 


24.00375 


4.165365 


96 + ^2 


24.0075 


4.164714 


96 + %4 


24.01125 



7. Conversions. — ^As Germany uses the decimal 
system, additions, subtractions, etc., are performed in 
the same manner as for dollars. 

To convert marks into dollars. — Multiply the 
amount in marks by the rate in cents. 

8,000 marks at .838 per mark = 3000 X.838 = $714. 
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To convert dollars into marks. — Divide the rate 

into the amount in dollars. 

* 

$714 at .288 = 714 -f-.288 = 3,000 marks. 

The same rules apply when the special quotation of 
cents per four marks is used : care, however, must be 
used to divide by four when converting marks into 
dollars and multiply by four when converting dollars 
into marks. 

(a) Marks 1,466 at OS^^ =1^^^^ = \i^ = $850. 

(b) $850 at 95^ = 4 (350-^.955) = 866.492 X 4 = 
Mks. 1465.968. 

In converting marks into dollars when fractional 
rates are used, find the amount in dollars at the clean 
rate as in (a), then add or deduct the fraction, as the 
case may be, to or from the amoimt. 

Marks 1,466 at 96% = $850 (see example (a), 
Marks 1,466 at 96% + %2 = $850 +.11 (%2 of 1% of 
$860) = $850.11. 

Marks 1,466 at 95% — %2 = $850 —.11 = $849.89. 

In converting dollars into marks you reverse the 
fractional signs plus or minus: — 

(c) $849.89 at 95% less %2 = 849.89 pl^s %2 of itself = 

849.89 +.11 = $850. 

(d) $850.11 at 95% plus %2 = 850.11 inmm %2 of itself = 

850.11 —.11 = $850. 

We can tiien proceed as in example (b) and reduce 
$850 to marks = Marks 1,465.97. 
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8. Profits. — ^When the rate is quoted in cents per 
mark, a fluctuation of .01 cents amounts to about 42 
cents per $1,000. % of 1 per cent profit would be rep- 
resented by ,08 cent advance. 

$1,000 at 24 = 4166.67 
1,000 at 24.03 = 4161.46 



a gain of marks 5.21 or $1.25 on $1,000 

When the quotation is cents per 4 marks an in- 
crease in the rate of Vs cent (96 to 96%) corresponds 
roughly to ^6 of 1 per cent in the dollar amoimt 

$1,000 at 96 = 4166.67 
1,000 at 961/8 = 4161.25 



a gain of 5.42 or $1.31 per $1,000 

If it is desired to make an eocact profit, take the per- 
centage on the rate itself. 

Rate .96 

Profit, 14 of 1% .0024 



.9624 per 4 marks or 24.06c. per 
mark 
$1,000 at 96 4166.67 

1,000 at 96.24 4156.28 
1,000 at 96% 4155.84 

at 96.24 a profit of 10.89 marks or $2.50 is made, and 
at 96H a profit of 10.83 marks or $2.60, a difference 
of ten cents per $1,000 in favor of the seller. The 
latter method is close enough therefore for ordinary 
transactions. 
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A fractional variation of %4 of 1 per cent of course, 
represents 15% cents per $1,000. 

9. Purchase of German long bills. — The demand 
rate is the basis from which the rates for bills are cal- 
culated. 

The German official bank rate and the private dis- 
coimt rate govern the interest on the different classes 
of bills. 

Quotations for time bills drawn on Germany are 
arrived at by deducting the interest, stamps, etc., from 
the demand rate. 

GERMAN EXCHANGE INTEREST TABLE FOR USE IN 
PURCHASING BILLS OF EXCHANGE 



Rate 


3 days' 


10 days' 


30 days' 


60 days' 


90 days' 


per cent 


sight 


siglit 


siglit 


sight 


sight 


Basis 


$95. 


$95. 


$95. 


$95. 


$95. 


He 


.001 


.009 


.005 


.010 


.015 


/ Jk\^ 


.001 


.003 


.010 


.090 


.030 


% 


.009 


.007 


.090 


.(HO 


.059 


% 


.004 


.013 


.040 


.079 


.119 


f mm 


.006 


.090 


.059 


.119 


.179 


1% 


.008 


.096 


.079 


.158 


.937 


2% 


.016 


.053 


.158 


.317 


.475 


s% 


.094 


.079 


.938 


.475 


.719 


4% 


.039 


.106 


.317 


.633 


.950 


5% 


.040 


.139 


.396 


.799 


1.187 


6% 


.047 


.158 


.475 


.950 


1.495 



Stamps .05 .05 .05 .05 .05 

The above figures are calculated on the basis of marks 
400 being equal to $95 and 360 days to the year. 

What price can be paid for 60 days' sight drafts on 
Hamburg, Reicbsbank rate S per cent, check rate 95.50? 
New York cheque 

rate on Berlin 95^ = 95.50 
Less stamp 
duty %o of 
1% —.05 
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60 days at 

8% — .48 .58 

94.97 or 95 — %2 per 4 marks 

If the. New York rate is supplemented by a fractional quo- 
tation, the following decimals should be added or deducted, 
as the case may be, to the rate in calculating the value of 
the bills : 

%4 .016 ^2 .00080 %4 .00045 

Find the price of a thirty days' sight draft, interest 8%, 
check rate 96^ plus %4. 

Cheque rate 95.50 

plus %4 of 1% .045 

95.545 

less Stamps Ho of 1% — .05 

80 days at 8% — .24 .29 

« 

95.255 or 95^/4 

In Canada the above calculations veould be affected 
by the discount or premium on New York funds ; in 
German exchange the premium is added or deducted 
as the case may be. 

REVIEW 

What has made the Berlin exchange market iifiportant? 

Describe the German monetary system. 

How do American exporters avoid German stamp duty? 

How is interest calculated in Germany ? What is the German 
commercial usage regarding drafts against importations and what 
practice should American banks follow in forwarding such biUs 
for acceptance and collection ? 

How are German quotations made? What kind of quotations 
are used in minor exchange operations and what kind in large 
transactions ? 

What is the basis from which rates for bills are calculated? 
What governs the interest on the different classes of bills in Ger- 
many? 



CHAPTER XVII 

EXCHANGE WITH OTHER COUNTRIES 

1. Gold basis of exchange. — The facility with which 
exchanges are effected is due to the fact that, with 
few exceptions, the monetary systems of the world are 
on a gold basis, or at least a gold exchange basis. 
Wherein the contrary is the case the exchange situa- 
tion causes much difficulty locally and hampers the 
growth of international relations. Whatever may be 
the local circulation gold has come to be the interna- 
tional money; and relations of all nations with the 
great financial centers are based upon gold even tho 
they have not the gold standard. 

It is natural therefore that the nations which early 
adopted the gold standard should have an ascendancy 
in foreign trade. We have already spoken of three 
principal centers, and it remains only to consider Am- 
sterdam, which ranks among the chief exchange 
marts. 

2. Dutch exchange. — The monetary unit of the 
Netherlands is the florin (guilder or gulden) 100 
Dutch cents (40.2 cents) weighing .6048 grammes of 
fine gold. 

Quotations on Holland are stated in cents per 
guilder or florin (the par value being 40.20 cents) 
advancing by .01 cent as in the other exchanges 40.20, 
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40.21, 40.22 cents, etc. -The rate is also expressed 
40^6, 40% cents, etc., and for large transactions the 
rates are supplemented by fractions as in German 
quotations. 

The conversion is simple arithmetic. To convert 
dollars into florins, divide the dollars by the rate per 
florin. To convert florins into dollars, multiply the 
amount in florins by the rate per florin. 

The bill stamp is Ho of 1 per cent or two cents per 
$40. 

Interest on Dutch long bills is based on $40 per 
100 guilders or florins.* There are no days of grace 
and interest is reckoned by taking the exact number 
of days and the year at 860 days. 

When fractional rates are used they should be 
dealt with in a manner similar to the method used in 
German calculations, and added to or deducted from 
the dollar value when converting florins into dollars, 
but when dollars are converted into florins, the equiv- 
alent of the fraction converted into florins must be 
added if minus, and deducted if plus. 

The differences made by : ( 1 ) a fractional advance ; 
(2) one hundredth of a cent advance; (8) %6 of a 
cent advance, are illustrated below : 



Florins 


Rate 


Dollars 


3.500390 


40 — %4 


.3999876 


2.50 


40 


.40 



1 The interest is easily reckoned on a basis of $40 per 100 florins, or 
the constant "^qq multiplied by the rate and time will give the interest 
on $40. 

60 days at 4% = :j6ooX ^0 x4 = %6 <>' 26% cents. 
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Florins Rate Dollars 

2.499609 40 — %4 .4000625 

2.499375 40.01 .4001 

2.496099 40^6 .400625 

An advance of .01 cent in rate represents a profit of 25 
cents per $1,000. 

An advance of Me cent (or .06H cent) represents a profit 
of $1.66 on $1,000. 

When quoted rates are supplemented by fractional 
quotations it is necessary to take these fractions into 
consideration in calculating the rates to be paid for 
bills as follows: 



y64 .0062 

%2 .0125 

%4 .0187 

Ke .0250 



Add for a plus percentage, 
per $40 



Deduct for a minus percentage. 
Example. — ^Find the value of a 60 day bill on Amsterdam, 
discount rate 8%, demand rate 4034e — H2 

40Kc =40.0626 

less 1/^2 of 1% 0125 



40.0600 
Less Interest 60 days at 

8% 20 ' 

Stamps Ho o f 
Ifo 02 .22 



89.8800 or 89.88 cents per fl. 

3. Exchange with other gold standard countries. — 
Apart from variations in the money unit, the calcula- 
tion of the mint par of exchange with other gold 
standard countries offers little difficulty. It is suffi- 
cient to refer here to the tables at the end of this vol- 
ume, in which full information concerning the coins 
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of the nations of the world is given. The mint par 
betweqp any two countries is always obtained by di- 
viding the weight of fine gold in the unit of one coun- 
try by the weight of the fine gold in the unit of the 
other. 

Tho known by different names in various countries 
it will be noted that the coinage is in many cases iden- 
tical. The chief monetary groups are those of the 
pound sterling, the franc, the dollar and the crown 
(Scandinavian). This renders the calculation of the 
mint par comparatively easy, and this calculation 
is further facilitated by the fact that apart from the 
British and Indian currencies the monetary denomi- 
nations of all countries follow the decimal basis. 

When two countries have identical systems ex- 
change may be quoted on the percentage basis. Thus, 
London exchange on Australia is expressed as a 
percentage discount or premiimi as the case may be. 
It is of course to be understood that while the mint 
par of exchange can be readily calculated from a table 
which expresses the coins of different countries in 
terms of fine gold, such a table does not contain 
the information necessary to ascertain the gold ship- 
' ping points. These depend not only upon the cost of 
transportation including insurance but also on the 
mint charges of the respective countries. 

4. Exchange quotations. — The calculation of the 
mint par of exchange between certain countries has 
more of theoretical than of practical interest. There 
are few if any countries which have direct exchange 
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relations with each one of the others. Most of these 
countries have dealings with Great Britain and ster- 
ling exchange is therefore the most widely used inter- 
national money of payment. Nearly every country 
is interested therefore in London exchange, and Lon- 
don according to the measure of its dealings is inter- 
ested in exchange on such countries. The interests 
of other financial centers is less universal. 

Consideration has been given in the preceding chap- 
ters to the principal countries with which New York 
has direct dealings. Before the European war there 
were only a few other countries perhaps, Italy, Spain, 
Russia, Austria and the Scandinavian countries with 
which direct exchange relations were sufficiently nu- 
merous to admit them to the newspaper lists of ex- 
change quotations. Of course this does not imply 
that the United States was without commercial rela- 
tions with many countries besides those which have 
been mentioned. Adjustments with those countries 
was effected for the most part thru the medium of 
sterling exchange. 

Since the outbreak of the European war New York 
has been less dependent upon London. Countries 
which heretofore sought new supplies of capital in 
Europe are looking to the United States. A consid- 
erable nmnber of foreign loans have been iloated in 
New York, and quotations of foreign bonds have be- 
come a regular feature of the stock exchange reports. 
As a consequence there have been established direct 
relations which did not exist before, and the exchange 
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quotations now include a number of countries which 
did not figure in them before 1914. How far these 
conditions are likely to be permanent is discussed in 
the next chapter. 

5. Gold exchange standard. — ^An economical 
method of enjoying the international advantages of a 
gold standard without the burden of maintaining 
large gold reserves is offered by the gold exchange 
standard. The local currency may be either silver, 
paper, or both, but the Govei'nment or bankers of 
these countries by the sale of exchange or other means, 
are able to settle all international transactions on a 
gold basis. 

The Government of a gold exchange standard 
coimtry will take gold in exchange for local currency 
but does not undertake to give gold for internal use in 
exchange for local currency, tho it does provide gold in 
other countries, that is, it will sell bills on these coun- 
tries or even ship gold if necessary. The bills are 
sold at a price a little below the normal "export point" ; 
in other words, the buyer has to pay a little less than 
the actual cost of shipping gold itself providing he 
was able to obtain it. It is essential, however, 
that the local currency received for the bills must not 
be put back into general circulation. The reason for 
this precaution is apparent when it is pointed out that, 
in a gold standard country, when exchange becomes 
imfavorable, the corrective export of gold contracts 
the currency and thus tends to raise the rate of dis- 
count and lower prices, which checks the outflow of 
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gold. In a gold exchange standard country the sale 
of bills is equivalent to an outflow of gold and should, 
therefore, have the same effect of contracting the cur- 
rency. This it will not do unless the paper or silver 
money So received is withheld by the Government 
from circulation until a demand for more currency is 
manifested by the public offering gold for it. 

6. Philippine Islands. — The Philippines may be 
taken as a concrete example of the operation of a gold 
exchange standard. The currency consists of silver 
pesos issued by the United States Government at a 
guaranteed or fixed value of fifty cents gold, the 
seigniorage or profits from which are deposited in 
New York as a reserve. When exchange becomes 
unfavorable, drafts on New York are sold by the 
Philippine Treasury and the silver pesos received in 
payment are withdrawn from circulation until the ex- 
change once more becomes favorable and gold is of- 
fered in exchange for currency. 

7. India. — ^A somewhat similar system prevails in 
India. The currency consists of silver rupees issued 
by the Government out of the profits of which a 
"Gold Standard Reserve" has been accumulated in 
London and invested in gold and short date and cash 
loans. When the exchange value of the rupee falls 
below 16 pence gold, the parity is maintained by the 
sale of bills drawn on London. These bills are met 
from the fimds of the "Gold Standard Reserve" and 
the rupees received in payment are kept out of cir- 
culation. 



EXCHANGE WITH OTHER COUNTRIES 229 

8. Argentine.— The Argentine currency is on the 
model of that of France and the peso is equivalent to 
the five franc gold piece. It weighs 1.451646 
grammes of fine gold equivalent to $.96475 or 47.58 
pence. Argentine introduced the gold standard in 
1881 but maintained it for only five years when a 
paper currency took its place. Gold commanded a 
premivmi subject to enormous fluctuations. In 1899 
the Government fixed the premium in gold at 
127.2727 per cent, that is to say, it fixed the value of 
the dollar in paper at 44 cents gold or $100 paper 

(100 X 100) 

equal $44 gold or = 227.27 paper dollars 

.44 

equal $100 gold. The value of the currency or theo- 
retical dollar in United States money is therefore 
$.96475 X .44 = $.42449 and in English money 47.- 
58d X .44 = .20.935 pence. The Government main- 
tains this parity thru the mediimi of the "Caja de Con- 
version" which exchanges notes (curso legal) for gold 
coins and gold coins for notes on a basis of 44 gold 
centavos per paper dollar. The following foreign 
coins are legal tender at a fixed rate: 

Sovereign, for gold $5.04 

20 franc piece, for gold 4.00 

Eagles, for gold 10.S64 

20 mark piece, for gold 4.96 

Peru, 5 soles, for gold 5.00 

Spain, 25 pesetas, for gold 5.00 

Bills of exchange on foreign countries are quoted 
both in gold and paper and rates fluctuate according to 
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the usual course of supply and demand, the rate for a 
90-day bill on London varying from 47^d to 49% 
pence per gold peso. To convert a gold quotation to a 
paper basis, multiply the gold rate by 44 centavos ; for 
example, 48/4d X 44 = 21.34 pence or vice versa; to 

convert a paper rate to gold divide by .44, ^^^ = 48% 

pence. The value of a sovereign is $5,045 gold, 

— therefore ^'^ = $11,459 paper pesos. Quotations 

in New York vary from 41^ cents to 48^ cents per 
paper peso (.9482 cents to .9886 cents per gold peso) . 

9. Brazil. — The unit is the milreis divided into 
1,000 reis. The milreis weighs .82207 gr. of fine gold 
equivalent to $.54634. 

The circulating medium is composed of convertible 
and inconvertible Government notes, both classes of 
notes having legal tender qualities and the same pur- 
chasing power in the country. In 1906 the Brazilian 
Government established the "Caixa do Conversao" 
on the model of the Argentina *'Caja de Conversion" 
and fixed the value of the paper currency at 15 pence 
per milreis or 16 milreis to the pound sterling and is- 
sued on that basis 320,000,000 milreis. In January, 
1911, the Government increased the amount of con- 
vertible notes and increased the value of the paper 
milreis to 16 pence or 15 milreis to the poimd sterling. 
This overvaluation was unwise as it precipitated a 
financial crisis from which Brazil is still suflPering. 
At 15 pence per paper milreis, gold was at a premium 
of 79.63 per cent or 1 milreis in gold equalled 1.7968 



EXCHANGE WITH OTHER COUNTRIES 291 

paper milreis. In fixing the value of the mibeis at 
16 pence instead of 15 pence the Grovernment lowered 
the premium on gold to 68.40 per cent or 1 milreis 
gold = 1.684 paper milreis. As a sovereign contains 
7.32238 gr. of fine gold the present theoretical unit, 
like that of India, weighs Ms of 7.32238 or 87.82238 or 
.48816 gr. of fine gold; equivalent to 32.444 cents (or 
as there are .82207 gr. of fine gold in the gold milreis 

^ X. 82207 = 48816 gr.). 
Brazil quotes as follows : 

London .... 90 days* sight in pence per milreis, 

Paris 90 days' sight reis per franc, 

Hamburg ... 90 days' sight reis per mark, 
New York at 

sight 90 days' sight reis per dpllar. 

Owing to the depreciation of the paper milreis, the 
war and other causes, the quotations on London have 
recently ruled low; about 12 or 13 pence per milreis 
as against the theoretical normal of 16 pence. When 
the paper currency of a country depreciates, the ex- 
changes fall in sympathy for, as foreign exchanges 
are on a gold basis, the premium on gold naturally ex- 
tends to them. Depreciation, therefore, stimulates 
exports and benefits those who have to receive money 
from foreign countries, but checks imports and ad- 
versely affects those who have to pay money to foreign 
countries. For instance, in the case of Brazil, when 
exchange is at 15 pence per milreis, an exporter would 
receive 16,000 milreis for a £1,000 draft on London, 
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but with exchange fallen to 12 pence, he would receive 
20,000 mibeis for the £1,000— a profit of 4,000 mil- 
reis, probably clear, as it is unlikely that his rent and 
other expenses in Brazil have increased. He has 
made a large profit out of the turn of exchange. On 
the other hand, an importer buys £1,000 worth of 
goods in England ; he will have to pay, when exchange 
is at 15 pence, 16,000 milreis; but when exchange 
drops to 12 pence per milreis, he will have to pay 4,000 
milreis more for his £1,000. Consequently, the im- 
porter has to be constantly raising his prices to meet 
the fall in exchange, and the public in turn have to 
meet these increases and pay greatly enhanced prices 
for the necessaries of life, altho their wages, salaries, 
etc., remain exactly the same. A ninety days' sight 
bill on London has an average currency of 110 days 
(17 days' voyage + 90 days + 8 days' grace) . 

10. Silver standard. — The silver standard exists in 
countries where it is enacted by law that silver alone 
shall be legal tender and the measure of value. China 
and its dependencies and some countries in South 
America are the exponents of this standard. The 
domestic trade of these countries is regulated by the 
bullion price of silver, but all outside transactions 
are based on gold, and in the end the value of silver 
IS thus regulated by these international transactions. 
The number of silver using countries is rapidly de- 
creasing. With the exception of Japan and India, 
practically all Eastern nations use silver either in the 
form of coins or bars and the rates of exchange rise 
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and fall with the price of silver. Owing to the vio- 
lent variations in these rates, business is a highly 
specialized one and quotations and drawing facilities 
on the Orient are usually provided by one of the 
Anglo-Asiatic banks. 

11. China. — ^As an illustration of a country with a 
silver standard, we may consider China. The ancient 
unit, the tael, continues to be used. A tael is actually 
a weight and not a coin and circulates in the form of 
shoe shaped slugs or small bars and each province has 
a slightly different ^ equivalent. The variation in 
weight in the sixteen kinds of tael is from 87.5317 gr. 
of fine silver in the Hai Kwan tael to 84.0732 gr. fine 
in the Swatow tael. The Hai Kwan (or customs) 
tael is the most important. It is generally rated at 
72 per 100 Mexican dollars. The ofiicial tael agreed 
upon by treaty is the k'up'ing tael divided into 100 
cents of ten mills each. This unit weighs 37.518 gr. 
.980 fine and contains 86.56674f gr. or fine silver. 
The Chinese monetary system has been still further 
complicated by the series of revolutions the country 
has been passing thru. China also has recently issued 
a dollar or yuan weighing 26.8567 gr. 900 fine and 
is planning to adopt the gold standard on the same 
basis as Japan. 

The value of the various taels vary with the price 
of silver and it is impossible to give a fixed equivalent 
but it is easily ascertained by multiplying the amount 
of fine silver in the tael by the price of an ounce of fine 
silver. The Shanghai tael weighs about iHe oz. of 
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standard silver ( .925 fine ) and is worth about 65 or 70 
cents. The K'up'ing tael, for instance, weighs 1.- 
175625 oz. of fine silver; this at 55 cents per oz. = 
1.175625 X55 = 64.6593 cents. The Mexican dollar 
also circulates freely. Many of the silver coins are 
cut into pieces, which, in order, to ensure their cur- 
rency are "chopped" or stamped as to their correct 
weight, etc., by some well known merchant or banker. 
12. Paper currencies. — PAper money issued by a 
government, when adequately supported by gold re- 
serves, is a most useful factor in the finances of a 
cbimtry. When not so supported it is likely to prove 
a curse in the long run, as all the countries that have 
tried it, have found. Paper money which cannot be 
converted into cash at its face value, but which never- 
theless must be accepted as representing the value 
printed upon it, is called inconvertible paper money. 
Paper currency of this kind is practically a non-in- 
terest bearing loan forced upon the public. The 
natural consequence is that the more of it that is is- 
sued, the less probability there is of its ultimate re- 
demption, and the more it depreciates in value. De- 
preciation means that its purchasing power as com- 
pared with that of gold has fallen, or dijfferently ex- 
pressed, that prices as expressed in paper money have 
risen. If it requires, for instance, 225 paper dollars 
to purchase 100 gold dollars, gold is at a premium of 
125 per cent and paper money it at a discount of 
44^ per cent, or again, 300 per cent premium, means 
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that for 100 gold dollars you would have to give 
400 (300 plus 100) paper dollars. 

In this connection the following problems will be 
found interesting: 

( 1 ) The premium on gold is 800% ; at what % discount 

is paper money? 

300X100 __ 30,000 ^-^ ,. . 

Answer; 300 pius 100 " ^1^= ^^/^ discount 

(2) Paper currency is at a discount of 75% as com- 

pared with gold; what is the premium on gold.'^ 

75 X 100 7,500 ^^^^ 
Answer: ioo_75 = ""25^= 300% premium 

The modern exponents of paper money currency 
have been chiefly the South and Central American re- 
publics, the majority of which, tho they are theoret- 
ically on a gold basis, are embarrassed by large quan- 
tities of inconvertible paper money. There has been 
a strong effort of late years on the part of the more 
progressive governments to put their currency and 
finances on a sounder basis. Among these may be 
mentioned Venezuela, Uruguay, Peru, Ecuador, 
Cost Rica, Salvador, Honduras, Haiti and Bolivia. 
The following countries are still on an inconvertible 
paper basis with a more or less fixed premium on 
gold: 



Premium on gold 


Value $100 gold 


Honduras .. 140.00% 
Guatemala . 1,500.00% 

Chili 84.6 % 

Colombia .. 9,900. % 
Paraguay . 1,400. % 


240. paper 
1,600. paper 

184.60 paper 

10,000. paper 

1,500. paper 
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Inconvertible paper money has no intrinsic value 
and its gold value depends entirely upon what the 
people of the country are willing to accept it for in 
exchange for gold, and therefore, the rate of ex- 
change between a country on an inconvertible paper 
basis and one on a metaUic basis can only be arrived 
at by ascertaining at the moment the amount of gold 
that the public of the former covmtry are willing to 
give for its paper unit. 

13. Chile. — Of the paper standard countries Chile 
is commercially the most important. 

The monetary system of Chile is theoretically on 
a gold basis, but the gold standard was abandoned 
and was replaced by a paper currency. The theo- 
retical unit is the peso divided into 100 centavos. It 
should be the equivalent of 18 pence or %o of £1 and 
weighs .599103 gr. 916% fine or .54917 gr. fine gold. 
The present circulation medium consists of govern- 
ment notes worth about 9%d equivalent to a pre- 
mium in gold of 84.61 per cent. Chile has recently 
authorized its Conversion Office to issue notes against 
gold at a fixed rate of 12 pence per peso, which if 
carried out will place it on a gold exchange basis. 

Export duties are payable in gold at the rate of 
18 pence per peso or in drafts on London. The sov- 
ereign is legal tender for 13/4 pesos (13% X 18 = 
240d). 

Chile quotes 90 days' sight bills on London at rates 
fluctuating between 9%d and lid per paper pesos. 
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The currency of one of these bills averages 120 days 
(27 days voyage + 90 days + 8 days grace). 

REVIEW 

What is the best basis of exchange and why ? 

What is the monetary unit of the Netherlands ? How are quo- 
tations on Holland stated ? How are conversions made ? 

How is the mint par of exchange between countries obtained ? 
When two countries have an identical system of exchange^ how is 
it quoted ? 

What is the position of New York with reference to exchange 
since the outbreak of the European war? 

What advantages does the gold exchange standard offer to a 
country? Give an example. 

How is exchange regulated in countries with a silver standard? 
What effect has this standard on business in those countries ? 

Discuss the advantages and the disadvantages of paper cur- 
rency. 



CHAPTER XVIII 

LONDON AND NEW YORK AS FINANCIAL CENTERS ^ 

1. New York as a financial center. — Since the be- 
ginning of the present European war there has been 
a great deal of discussion in the financial papers and 
elsewhere as to the effect of the war on London's po- 
sition as the financial center of the world and the 
probability of New York succeeding in aiSsumihg and 
keeping the position. It is, of course, natural that 
the serious interruption in shipping, commerce and 
exchange thruout the world would minimize, for the 
time being, London's supremacy, especially when the 
stupendous task of financing not only Great Britain's 
munition requirements but those of her allies de- 
volves upon her. 

There is no question that at the end of the war. 
New York's position as an exchange and financial 
center will be vastly enhanced, but not necessarily at 
the expense of London. Sovereigns and dollars are 
the only two important mediums of exchange that 
have been at all reliable since the war commenced, 
and this will no doubt put both of these exchanges 
immeasurably ahead of the exchange of any other 
country at the end of the war. 

iThis chapter was originally published as an article in \JtieAnnaU of 
the American Academy of Political and Social Science, and is reproduced 
in this volume with permission of the publishers. 
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2. The reasons for London's supremacy.— LiOn- 
don has been for centuries the commercial clearing 
house of the world. This is due not only to its cen- 
tral situation, its immense foreign trade and its large 
mercantile navy, but also because, thru its highly per- 
fected banking system, it provides facilities of such 
magnitude and of such entire efficiency for the final 
settlement of exchange operations, ,that drawers or 
negotiators of bills in every quarter of the globe gave 
preference to sterhng over any other form of ex- 
change. It has been estimated that nearly ninety 
per cent of all letters of credit issued thruout the 
world were, prior to the war, drawn in English 
money. ^ Lloyd George, in commenting on the 
imique and commanding position of Great Britain in 
international trade and the consequent serious re- 
sponsibility placed upon her at the outbreak of the 
war, said in November, 1914 : 

We had not merely our own business to run; we were an 
essential part of the machinery that ran the whole interna- 
tional trade of the world. We provided the capital to raise 
the produce ; we carried half the produce, not merely of our 
own country, but of the whole world. More, we provided 
also the capital that moved that produce from one part of 
the world to another, not merely for ourselves, but for 
other countries. 

I ask anyone to pick up just one little bit of paper, onfc^ * 
bill of exchange, to find out what we are doing. Take the 
cotton trade of the world. The cotton is moved first of 
all from the plantations, say, to the Mississippi, then it is 
moved down to New Orleans ; then it is moved from there 
either to Germany or ^ Great Britain or elsewhere. Every 
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movement there is represented by a paper signed either here 
in London or Manchester or Liverpool; one signature prac- 
tically is responsible for the whole of those transactions. 
Not merely that, but when the United States of America 
bought silk or tea in China the payment was made thru 
London. By means of these documents accepted in London, 
New York paid for the tea that was bought from China. 
We were transacting far more than the whole of our own 
business ; we were transacting half the business of the world 
as well by means of these paper transactions. What is also 
important to establish is this: that the paper which was 
issued from London has become part of the currency of 
commerce thruout the world. 

In considering the possibility of New York being 
a successful rival fbr supremacy as the exchange and 
financial center of the world, we can do no better 
than review some of the principal reasons why Lon- 
don has hitherto held that position and, it will be re- 
alized, that New York must duplicate these conditions 
in great part if not in entirety before London can be 
dethroned. i^These reasons and conditions can be 
tabulated briefly under three headings: physical, 
psychological and economic, those coming under the 
first heading are of course unalterable ; those under the 
second heading can be remedied in time thru educa- 
tion and training; and those under the third heading 
are matters of legislation and custom. 

8. Physical conditions favorable to London. — 
London is situated on the threshhold of Europe in 
the heart of the world's commercial activities, directly 
opposite the estuary of the Scheldt and nearly op- 
posite that of the Rhine and is within a short distance 
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of every important exchange center in the world with 
the exception of New York. This may be considered 
as an ahnost insuperable obstacle to New York's am- 
bition. 

London has the advantage of ice and fog-free water 
lanes to every large port in the world with the ex- 
ception of New York; the climate is equable and 
liquids and perishable goods run little or no danger 
of freezing in winter. 

The restricted insular area of Great Britain, a little 
larger than the state of Minnesota, is also an import- 
ant factor, as it not only affords an immense seaboard 
compared with its size, but concentrates the popula- 
tion. A frequent and rapid transit service makes 
Great Britain practically one large city with London 
as the business center. Every bank in the country 
has a branch or correspondent in London, carries its 
reserves there and clears direct with every part of 
the country thru its London agent. The economy 
of resources eflFected by this natur&l concentration of 
funds is seldom realized and is worthy of study. The 
insular position of London renders it comparatively 
free from the danger of invasion and seizure by a 
hostile power and this immunity has been a factor in 
making London a world depository. 

4. Mail and cable facilities. — The geographical sit- 
uation of Great Britain, coupled with her willingness 
to invest money in international utilities, has placed 
her in a unique position as regards mail and cable fa- 
cilities. Thru her immense mercantile navy, London 
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has direct communication by fast steamers with every 
important port in the world and consequently acts as 
a foreign mail clearing house for all other countries. 
If French, German or Dutch steamers afford a faster 
service to any point they can be utilized with little or 
no loss of time. 

As Great Britain owns and operates two-thirds of 
the submarine cable mileage of the world, it is natural 
that London should be a great cable center with prac- 
tically direct conmiunication the world over. This 
service is now supplemented by a far flung system 
of wireless stations. Furthermore, imder normal 
conditions, every main railroad on the continent of 
Europe gives its best service and equipment to its 
London mail train. The Trans-Siberian Railway 
already gives access by rail to the Pacific and it 
is only a question of time before thru connections 
with India, China and South Africa will be estab- 
lished. 

5. Time advantages. — In dealing in foreign ex- 
change and stocks London is the center of the world 
as regards time. She knows the conditions in eastern 
markets before they close and is open long enough 
to operate in New York before her own markets close. 
Her position is therefore pivotal as regards time and 
distance. Time is the essence of an exchange trans- 
action ; a day's delay may turn a profit into a loss and, 
granting that New York has the means and enter- 
prise to create an efficient steamship and cable service 
in due course, how can she eliminate the more serious 
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handicap of distance by water from all other financial 
centers ? 

6. National characteristics. — Great Britain is a 
land of slowly acquired fortunes and the banker and 
merchant there are content with small profits and 
slow retvuns. They have long realized the fact that 
trade follows the loan and have, therefore, been willing 
to invest money in foreign countries with no prospect 
of recovering immediate returns or large profits. 
The financing of these loans abroad has been an im- 
portant factor in making the London money market 
so ' supreme. It is doubtful if the American is 
adapted temperamentally for operations of this kind 
or for the small profits of the exchange operations 
connected therewith. The United States has still a 
vast area in proportion to its population, its natural 
resources are not yet fully developed and it is a coun- 
try of large and rapidly acquired fortimes. It will, 
therefore, be many years before the investors and en- 
trepreneurs are forced to direct their attention to for- 
eign fields. Great Britain, before the war, invested 
over a billion dollars annually in foreign enterprises 
and at the beginning of the war had between twenty 
and thirty billions so invested. The United States 
at the same time was a debtor nation for over six bil- 
lion dollars, and allowing that some two billions ^of 
this amount have been paid off or absorbed in the past 
two years of the war, she will still have to invest 
nearly twenty-five billions before she is on an equal 
footing with Great Britain in this connection. 
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7. Willingness to seek fortune abroad. — The aver- 
age family of Great Britain is large compared with 
that of the United States and there is little room and 
few opportunities at home for the younger sons. 
This class of men finds its way into the army, the navy 
and the mercantile marine and go abroad as clerks, 
etc., to foreign and colonial banks and commercial 
houses. The more ventiu-esome, as soon as they ac- 
quire experience, carry British trade and prestige to 
new and undeveloped countries — ^British subjects are 
found everywhere, no matter how remote the place. 

The yoimg American, on the other hand, has so 
many opportunities at home that there is Uttle in- 
ducement to venture abroad except for pleasure. 
He is probably the only son of the family and takes 
up his father's business or is assisted in setting up in 
business for himself. If he goes abroad, he is not 
content with a subordinate position, but wants to be 
his own master and strike out for himself. Prefer- 
ably he goes back to his home to do this. We might 
instance the experience of the International Banking 
Corporation, a state bank, chartered in Connecticut 
with foreign branches chiefly in the Orient. This 
bank, tho an American institution, is manned prin- 
cipally by Englishmen. It will be interesting to 
watch the personnel of the staff of foreign branches of 
national banks established imder the Federal Reserve 
Act. 

8. London without rivals at home. — To be a world 
center of finance it is essential that a city must, in the 
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first place, be the unquestioned financial center of its 
own country. London is indisputably recognized as 
the financial center not only of Great Britain but of 
the British Empire. No local jealousy is evinced by 
Birmingham, Liverpool, Glasgow or other large 
cities as to London's supremacy in this regard. New 
York is the principal financial center of the United 
States, but it is not the only financial center. Chi- 
cago, St. Louis, San Francisco and other important 
centers are strong competitors with New York for 
doniestic, and to a certain extent for foreign, busi- 
ness. Aside from sectional jealousy, the vast area 
of the United States makes this competition in- 
evitable. Will these cities abandon selfish motives 
and aid New York in her ambition? Will not the 
expansion of the country's foreign trade accentuate 
rather than diminish this competition? Chicago and 
Minneapolis will share in the development of the 
great Canadian West; San Francisco will become 
more important with the extension of business with 
the Orient, and New Orleans will benefit by the open- 
ing of the Panama Canal and the expansion of trade 
with South America. The United States is not a 
coimtry but a collection of coimtries or common- 
wealths of which New York State is only one. The 
tendency is to minimize New York's fijiancial su- 
premacy rather than to assist it. A study of the 
discussions on this feature, preceding the passing of 
the present Federal Reserve Act, will bear out this 
statement. 
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London's supremacy is the cumulative result of nu- 
merous forces, political as well as economic, spread 
over a long series of years during which time the 
world has learned to think in terms of British money 
and the bills of exchange on London have been raised 
almost to the dignity of an international currency, 
while the safety of the Bank of England and the value 
attached to the word ^'sterling" have become pro- 
verbial. Sovereigns, and to a great extent Bank of 
England notes, are current the world over without 
recourse to money changers. The dollar and the dol- 
lar bill must be made equally well-known and ac- 
acceptable. 

'9. The influence of custom and tradition. — It 
must not be overlooked that, when an international 
business is so long established and well centralized 
as the money market of London, the world will con- 
tinue to use it as a matter of convenience irrespective 
of the possibly superior facilities of New York. The 
financial roads to London are well defined by much 
travel, and business tradition will favor the old stand, 
for such is hmnan nature. 

One of the main f oimdations upon which London's 
position rests is the world's estimation of its credit. 
This credit is tried and soimd, backed by great re- 
sources, and has been reared upon the trust and con- 
fidence in the honorable tradition of British business 
ethics. It is unlikely that the world will have cause 
to revise its opinion after the war is over. 

10. Economic factors in London's position. — The 
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principal economic factors which tend to enhance 
London's position as a financial center may be con- 
sidered mider the following headsi: 

Free Gold Market 

Liquid Discount Market 

Stability of Money Rates 

Immense Mercantile Navy 

Great Foreign Export and Import Trade 

Tariff 

Excellent Banking System at Home and Abroad 

The Numerous Branches of Foreign and Colonial Banks 

Established in London 
Freedom from Panics and Financial Disturbance 
Free Navigation Laws 
Marine Insurance, etc., and reliable Ship Registration 

11. Free gold market. — Of the four great ex- 
change centers of the world, London, New York, 
Paris and Berlin, London is the only one that can al- 
ways be depended upon to meet every legitimate 
trade demand for gold, which means that there is no 
delay or premimn entailed in realizing gold on a bill 
expressed in English money. It is payable in pounds 
sterling which represent a definite and immutable 
weight of fine gold. Great Britain adopted the gold 
standard unequivocally in 1816, over one hundred 
years ago, and has not departed from it since, even 
to the extent of charging a fractional premium on 
gold or by restricting its export by legal or senti- 
mental embargoes. Even war conditions did not de- 
prive the Englishman of the privilege of converting 
Bank of England notes into gold. 
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The Bank of France always reserves the right to 
pay in either gold or silver in order that in times of 
stress it could charge a premium on gold. The Im- 
perial Bank of Germany, tho theoretically obliged to 
pay gold, makes it very uncomfortable for any bank 
or customer who has the temerity to demand gold for 
export purposes. Both France and Germany, since 
the war, have abandoned any attempt to maintain a 
gold basis. 

New York, tho generally willing to part with gold 
for export purposes, was — ^at least up to the estab- 
lishment of the Federal Reserve system — ^handi- 
capped by the lack of machinery for the efficient and 
economical mobilization and control of the gold re- 
serves of the country. 

England is not only committed to an undeviating 
policy to maintain a free gold market but enjoys 
peculiar advantages in this connection. Great Brit- 
ain is not only the largest creditor nation of the 
world but also controls and supplies, within the Brit- 
ish Empire, nearly two-thirds of the raw gold out- 
put of the world and has the control automatically, 
independent of any exchange movements, of over 
$350,000,000 worth of newly mined gold each year. 
Owing to this gold income Great Britain has been 
able to maintain her position as a free gold market 
during the whole period of the war and its bank 
and treasury notes have been, and still are, redeemable 
in gold at the Bank of England on presentation. 

It is true, that since the war, London's activities as 
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an international gold market have been curtailed ow- 
ing to the disturbances in trade routes and the difficul- 
ties and risks of ocean transportation, but, so impor- 
tant is the certainty of the English monetary standard 
and financial policy to the merchants and brokers of 
the world, that it is unhkely that the war will cause 
more than a temporary recourse to other methods of 
settling international obligations. 

12. Liquid discount Market. — The natural com- 
plement of a free gold market is a liquid money mar- 
ket capable of absorbing bills of exchange to an al- 
most unlimited amount. This unique feature of the 
London market makes a first-class bill of exchange 
on London as acceptable as gold. The strength and 
broadness of the London market, apart from the nat- 
ural resources of the country, lie in the ebb and flow 
of foreign capital thru the machinery of the branches 
of foreign and colonial banks estabUshed there. 

Altho London does not particularly encourage the 
establishment of foreign banks, it, on the other hand, 
does nothing to restrict the movement and allows free- 
dom in banking privileges to all comers of good stand- 
ing. This broadminded policy, tho it perhaps affects 
to a certain extent the individual interests of some of 
the British banks, is recognized as of great importance 
to London and the country in general, and therefore 
indirectly to the banks themselves. These branches 
of foreign banks, with their network of correspond- 
ents thruout the world, in addition to their direct in- 
fluence on the exchange situation, give invaluable as- 
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sistance to the Bank of England in preserving the 
equilibrium of the money market. 

The policy of New York in connection with foreign 
banks is just the reverse of that of London and is ap- 
parently based on a local and narrow point of view. 
New York bankers have always discouraged the es- 
tabhshment of foreign banks in their midst and have 
evoked state legislation and other means to this end* 
A few foreign banks are represented by agents, not 
by branches. They cannot take deposits or discoimt 
commercial paper and their activities are practically 
restricted to making call loans and dealing in foreign 
exchange. 

The London discount rates are controlled by a cen- 
tral institution, the Bank of England, and changes in 
the rate are not only infrequent but seldom rise above 
six per cent. By this control of the money market 
thru the bank rate, as it is called, the Bank of England 
has been able to attract gold to London by raising the 
rate whenever the exigencies of commerce and the ex- 
change situation require it. 

Reference has already been made to the ability and 
willingness of Great Britain to invest its large surplus 
income in foreign and colonial secm^ities and thus pro- 
vide foreign coimtries with the means of paying for 
British merchandise and machinery. The movement 
of such investments forms a large part of the so-called 
invisible exports and imports and is necessarily an 
important factor in creating exchange and adjusting 
international balances. 
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13, Mercantile navy and, tariff. — The absence of a 
tariff in Great Britain, except on a few specific arti- 
cles, is of great importance, because not only do for- 
eign goods find a ready market, but it permits British 
merchants and others to import goods into Great 
Britain free of duty and export them at their con- 
venience. London and the other important seaports 
of Great Britain correspond to the freight yards at 
railway centers. Cargoes consisting of goods of every 
description pour into these ports from all parts of the 
world and are there sorted into mixed cargoes to be 
despatched to various countries. In other words, 
London also acts as a clearing house for cargoes. 

The United States is so irrevocably committed to a 
high tariflf that it is unlikely that any appreciable mod- 
ification will be possible for some time to come, tho 
this obstacle in New York's path might be removed 
in great measiu-e by the establishment of free ports. 

Large amounts of British capital have been in- 
vested in the establishment of banks in British 
colonies and in foreign countries with head offices in 
London, and these render invaluable assistance in the 
operation and preservation of British foreign trade 
and commerce. 

Great Britain possesses a mercantile navy second to 
none in the world. This not only means an immense 
toll on the world's commerce in the way of freight, etc., 
but also enables Great Britain to govern to a great ex- 
tent the destination of cargoes. Incidentaly, because 
of her large shipowning, Great Britain is naturally 
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interested in marine insurance, and owing to the ex- 
cellent standing of her insurance OMnpanies does 
an immense business in foreign marine insurance. 
Lloyds, an association of ^English underwriters of ma- 
rine insurance, collects and distributes hy cable reliable 
maritime intelligence thru its agencies established in 
every part of the globe ; it also issues Lloyd's Register, 
giving the rating, etc., of every British and foreign 
ship. 

British navigation and shipping laws are liberal. 
A foreign ship is in the same position as a British 
ship with regard to British trade, and foreign ships 
engaged in the coasting trade are not subjected to 
higher port rates than British ships ( 141 Custcnn Law 
Consolidation Act 1876). British law affords equi-* 
table protection both to British and foreign seamen, 
but avoids emasculating the service by undue pater- 
nalism. 

The navigation laws of the United States have al- 
ways been a serious handicap to her shipping business 
and the recently passed La FoUette's Seamen's Law 
will still further embarrass the American ship owner. 

14. England's foreign trade. — Under normal con- 
ditions Great Britain has an immense export and im- 
port trade with every part of the world. This great 
commerce is not only of material benefit to the country 
generally but the constant flow of inward and out- 
ward remittances forms an invaluable nucleus for 
London's foreign exchange operations, and bills of 
exchange can be bought and sold in London drawn on 



FINANCIAL CENTERS 258 

any place in the world, no matter how remote. For 
the year ending December 31, 1913, the imports of 
Greajt Britain were £768,734,739 against exports of 
£634,820,326 representing shipments from and to 
every country of the world. At the end of 1915, ex- 
cluding certain goods belonging to the British and 
allied governments, the figures for which are not avail- 
able, the exports were £483,444,459 against imports 
of £853,756,279 a shrinkage of about 23 per cent. It 
is evident that Great Britain is still able to maintain 
the bulk of her export trade notwithstanding war con- 
ditions and the shortage of bottoms. 

Great Britain has a fully developed banking sys- 
tem, eminently adapted to the requirements of her in- 
ternational trade and finance, which has been ably and 
successfully conducted thru a long series of years by 
highly trained bankers, in whose judgment and con- 
servatism the British public have every confidence. 
Consequently the country is practically immune from 
panics and other financial disturbances. The bank- 
ing laws are simple and impose no unwise restrictions 
as to legal reserves, etc., leaving such questions to the 
individual judgment of the banks themselves. Expe- 
rience has shown that good banking is obtained not 
so much by good laws as by good bankers. 

We have now reviewed briefly the principal reasons 
to which London owes her financial supremacy and 
tho the events of the past two years have brought New 
York into a position of financial eminence and power, 
it remains to be seen how much of this power has been 
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thrust upon her temporarily and how much she has 
acquired permanently, at the expense of London. 

15. New York's present dominance temporary. — 
Since the war commenced the United States has grad- 
ually changed from a debtor to a creditor nation, prin- 
cipally owing to the fact that vast exports of mimi- 
tions, etc., have been made to belligerent countries, 
thus creating an abnormal trade balance in her favor. 
With this shifting of international balances, large 
amounts of gold have been received from debtor na- 
tions, a considerable volume of American securities 
held abroad have been absorbed by the New York 
market and large loans made to the belligerent na- 
tions, as well as to Canada and other countries of the 
American continents. 

Owing to the position of the United States as a 
wealthy neutral nation, far removed from the scene of 
conflict, a wide demand has also developed for dollar 
exchange and dollar credits, not only in the United 
States but in foreign countries. In other words, the 
abnormal conditions induced by the war called upon 
New York to take the position of international bank- 
ers heretofore played almost exclusively by London. 
This role was assimied by New York, not so much of 
her own volition as by force of circumstances. Will 
these war time opportunities, when peace is declared, 
be sufficient to retain for New York the position which 
London with all her advantages took centuries to ac- 
quire? Before New York can do this to any great 
extent the United States must learn to think interna- 
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tionally and not provincially. It must increase its 
foreign trade tremendously and revise its navigation 
and alien labor laws and its tariff, all with a due re- 
gard to the comity of nations ; sound permanent bank, 
ing and currency systems, removed from legislative 
tinkering must also be established, and finally foreign 
banks should be encouraged to establish branches in 
New York and other centers without unnecessary re- 
strictions as to the business they may imdertake. 

On good authority the opinion is often given that 
the financial center of the world will always remain in 
Europe, if only for geographical and national reasons, 
but there is need and room for another strong financial 
center in addition to London and it would always be 
desirable that such an alternative should not be lo- 
cated in Europe, as the present European crisis has 
amply demonstrated. 

IGJ^New York's future. — ^New York is already the 
financial center of the new world; she should 
strengthen and broaden her claim to this position and, 
as a coadjutor, relieve and assist London in her great 
responsibility as the world center. In the reconstruc- 
tion that must follow the close of the war. Great Brit- 
ain and the United States will undoubtedly play a 
great part and London and New York will find it 
more and more necessary to cooperate in the perform- 
ance of their several functions. '' 

New York will doubtless benefit permanently from 
the advantages and experience gained during the war. 
-Great Britain will profit also from the intimate inter- 
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course with France, Italy and Russia, likely to result 
from the war which will undoubtedly tend to reestab- 
lish, if not strengthen, London in her former position. 
Great Britain has financed her allies generously thru 
the war and will not only have these large amounts re- 
funded to her in due course but will receive collateral 
advantages which should more than offset the business 
lost to New York. 

REVIEW 

What has made London the commercial clearing house of the 
world ? 

Discuss some of the conditions favorable to London's position 
as a financial center? 

What are the principal economic factors which help to enhance 
London's position as a financial center? 

What changes must the United States make in order that New 
York may hold the financial position gained as a result of the 
European War? 



CHAPTER XIX 

WAR AND THE EXCHANGES 

1. War and its effect on international exchange. — 
Exchange operations in the preceding pages have been 
considered ahnost entirely from the viewpoint of nor- 
mal conditions, as it is safe to assume that, with the re- 
turn of peace, international exchange will resume its 
ordinary channels. A brief review, however, of the 
manner in which the war has affected the exchanges 
may be interesting as well as instructive. 

A prominent New York banker, Mr. Albert 
Strauss, once referred to foreign exchange as "an 
economic mechanism automatically making delicate 
international adjustments." The full significance of 
this terse definition has never been more fully realized 
than in those fateful days of early August, 1914, 
when the mailed fist of war fell and completely par- 
alyzed the credit machinery of the world. The very 
perfection of the international credit machinery with 
its vast network of telegraphic nerves radiating from 
London, New York, Paris, Berlin and other financial 
ganglia was a factor in its own undoing. Cable com- 
munication was practically cut off by the destruction 
of some of the cables and by the establishment of cen- 
sorships, and the little news that did succeed in filter- 

267 
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ing thru was almost unbelievable, so terrific was its 
significance. 

l^ Events followed each other in rapid succession. 
Austria declared war on Servia, July 28, and Rus- 
sia, Germany and France began to mobilize. On 
July 30, the Bank of England rate was raised to 
four per cent, and on July 31, to eight per cent. On 
the same day, unable to withstand the flood of conti- 
nental liquidation, the London Stock Exchange 
closed, and a like course was soon followed by the 
New York Stock Exchange ,and by every bourse in 
the world. On August 1, Germany declared war 
on Russia and the Bank of England rate was raised < 
to 10 per cent. On August 3, Germany declared 
war on France. This was followed by a run on the 
Bank of England, and on August 5, England de- 
clared war on Germany. Europe was panic-stricken, 
specie payments were suspended and moratoria were 
being declared everywhere. ^ For a time all was. con-*- 
fusion until the energetic and courageous action of the 
British government,' assisted by the remedial meas- 
ures resorted to at other exchange centres, brought 
some order out of chaos and, to a certain degree, re- 
stored confidence. X 

During the first week of August the world's finan- 
ciers faced conditions that were absolutely unprece- 
dented and to which the generally accepted remedies 
on economic theories were inapplicable. Friends of 
peace, who scoffed at the possibility of a great Euro- 
pean war and the necessity of preparedness, received 
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a rude awakening, as the very international, financial 
and commercial interests on which they relied so fully 
to avert this war were the very first to fall victims to 
its destructive influence. The firist week of August, 
1914, found the world's business completely paralyzed 
and it will be interesting to study the various expedi- 
ents used in the endeavor to repair and support the 
machinery of credit. 

The whole subject of foreign exchange since the 
beginning of the war is most complex and, in this brief 
review, we have only referred to the more outstanding 
and evident effects, without attempting to explain all 
the causes. To do so would require an exhaustive 
study of the internal conditions of each country; 
largely a matter of conjecture at the present time. 
It is hoped, however, that sufiicient has been said to 
make the accompanying table and chart intelligible 
and assist the reader in realizing the existence of the 
many mysterious and undisclosed influences proceed- 
ing from the economic pressure exerted by the war 
upon the financial centers of the world. 

2. Moratofia. — Moratorium is a Latin word signi- 
nifying delay. It is an extension of time for the pay- 
ment of debts allowed, under exceptional circum- 
stances, by the government of a country; in other 
words, it is an extension of the days of grace. Dur- 
ing the Franco-German war of 1870, a French mora- 
tory law was passed extending the maturity of bills 
for three months. 

At the beginning of the war, the majority of the 
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countries of the world found themselves with a large 
amount of floating and maturing indebtedness to pro- 
vide for in London, and without any machinery for 
accomplishing it, except at an almost prohibitive loss. 
So dependent had the world become on the facilities 
offered by London and other large European centers 
for the adjustment of their trade balances between 
one another, that the complete breakdown in the ex- 
changes left them with no channels whereby they could 
offset these balances except by direct settlement, either 
by gold shipments or the purchase of exchange in a 
debtor country for remittance to a creditor nation, 
both costly methods. Conditions were further com- 
plicated by the uncertainty of commimication and the 
almost complete cessation of merchant shipping thru- 
out the world owing to internment or conunandeering. 
For thcjse and other reasons, one country after another 
declared a moratorium of a more or less general na- 
ture. Among these may be mentioned: 

Country Date 

Argentina August 12 

Belgium « 6 

Brazil " 16 

Bulgaria ; '' 7 

Denmark " 21 

Ecuador : " 7 

Egypt " 9 

Greece July 26 — ^August 4 

Italy August 4 

Norway " 6 

Paraguay " 14 

Portugal " 24 
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Russia July 20 — August 2. 

South Africa September 15 

Sweden August 7 

Switzerland ** 17 i 

Turkey « 8 

Uruguay ** 16 . 

Great Britain declared a moratorium for bills of 
exchange on August 2, 1914, in order to protect 
the credit of the accepting nouses until they were able 
to secure remittances from abroad from the primary 
obligants. As this limited moratoriimi was f oimd to 
affect adversely the position of domestic bills, the mor- 
atorium was made general on August 7 and this 
action, by aflPording temporary protection to the 
community at large, allayed any feeling of panic and 
possibly prevented runs on the banks. The mora- 
torium was only temporary and was removed before 
the end of the year. It should be noted that, at no 
time since the beginning of the war, has the Bank of 
England ceased to redeem its notes in gold. 

Germany declared no moratorium in name, but 
coolly stopped payment, as far as her foreign debts 
were concerned, and paid her domestic debts with copi- 
ous additions to her paper money. Immediately on 
the declaration of hostilities Germany suspended the 
gold redemption of the Reichsbank's notes and, a few 
months later, made it a penal offence to buy or sell 
gold at a premium. These exactions are far more 
restrictive than a temporary moratorium on private 
bills, and reflect more seriously on the financial condi- 
tion of a coimtry. 
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3. London and New York. — Under normal condi- 
tions certain of the exchanges tend to fluctuate in 
groups, but since the war economic conditions have 
been so altered that these groups have broken up and 
rearranged themselves into three entirely new groups, 
namly, Great Britain and her allies, Germany and 
her allies, and the United States and other neutral 
countries. 

By far the largest and most important exchange 
operations since the war have taken place between 
Great Britain and the United States. We shall 
briefly review the course of exchange between London 
and New York since August, 1914. 
/ During the month of July, 1914, New York's ad- 
verse trade balance with Great Britain was still fur- 
ther increased by the abnormal quantity of Ameri- 
can stocks and bonds liquidated on the New York 
Stock Exchange for European account, and selling 
grew in intensity with the closing of the European 
Bourses. The climax was reached on July 30, with 
the closing of the London Stock Exchange, which 
caused the New York Stock Exchange to close its 
doors in self-defence on the following day. 

At the beginning of the war New York, therefore, 
found itself with an unprecedented floating indebted- 
ness to Europe estimated at from $250/300,000,000. 
As a result exchange became utterly demoralized and 
practically disappeared. Cables on London rose to 
$5, to $6.50 and finally to $7, and quotations became 
imworkable. 



WAR AND THE EXCHANGES 26S 

4. Gold shipments from New York. — Gold had 
been leaving New York in large quantities during the 
month of July, and more would have been shipped 
but for the suddenness of the crisis. Even as late as 
July 28, 1914, the Kronprinzessen Cecilie sailed from 
New York with a consignment of gold valued at over 
$10,000,000, but to avoid capture was recalled when 
almost in sight of England, and put back into Bar 
Harbor, Maine, on August 4, 1915. 

Gold shipments thru other channels were impracti- 
cable, not only on account of the high war insurance 
rate of over one per cent but also due to the fact that 
it was evidently not considered advisable or expedient 
for even neutral nations to ship gold in war time. 
Every nation was holding gold for eventualities — ^they 
knew not what. Under normal conditions, New York 
would have been able to correct this abnormal ex- 
change position by anticipating the fall shipments of 
cotton, grain and other produce by the use of finance 
bills. This was not possible at the outbreak of the 
war, tho later on, when the crops were actually har- 
vested and shipping became less disorganized, the vast 
exports from the United States speedily corrected the 
exchanges and reversed the position. 
l^ 5. Payment thru Ottawa. — On August 13, 1914, 
in order to assist the New York exchange situation, 
the Bank of England signified its willingness to 
make payments in London on New York account 
against the deposit of an equivalent amount in gold 
at Ottawa, thus eliminating the dangers and ex- 
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pense of an ocean shipment. This arrangement was 
equivalent to opening a huge credit in London limited 
only by the willingness of the New York banks to 
part with gold. Shipments variously estimated at 
from $100,000,000 to $150,000,000 were made and un- 
der their influence exchange was stabilized until the 
effect of the full shipments made itself felt. 

The corrective measure referred to above, aided by 
the constantly increasing volume of American imports 
to Great Britain and her allies, gradually forced the 
rate down until par was reached in November and 
finally passed about the middle of December, 1914^ 
From then exchange went steadily in favor of New 
York, the lowest point, $4.50 per £, being reached in 
the following August, equivalent to a discount of 
7 per cent. 

During the first eight months of 1915, Great Britain 
made large shipments of gold and securities from 
London, including the amount held in Ottawa for the 
account of the Bank of England, but these remit- 
tances were not sufficient to offset the unprecedented 
exports of munitions of war and food products to 
Great Britain and her Allies, amounting to over 
$100,000,000 per month. 

6. New York loans to Great Britain. — It was not 
until after the low point was reached in August that 
the British Government appeared to realize the seri- 
ousness of the exchange situation and took the obvious 
and efficient method of correcting the rate by arrang- 
ing the Anglo-French loan of $500,000,000. This 
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action, however, had been delayed too long to be very 
effective and tho it did arrest the downward trend, 
further assistance was necessary. Additional ship- 
ments of gold and securities, aided by loans arranged 
between the London and New York banks, gradually 
induced an upward movement which was further sup- 
ported by the mobilization of American securities in 
London by the Imperial government for the purpose 
of obtaining further credit from New York, if neces- 
sary. Under these influences sterling exchange 
reached 4.78 in January, 1916, and since then the* 
British authorities have stabilized or practically 
"pegged" the rate at about 4.76% This rate is only 
2 per cent below the gold par of 4.86% and is known 
as the "war par." The cost of shipping gold from 
London to New York, under war conditions, is be- 
tween seven and nine cents per sovereign and the 
above rate is therefore close to the present gold im- 
porting point. The New York quotations for ster- 
ling for the past three or four years given on page 267 
should be referred to. 

7. Great Britain. — We have dealt fully with the ex- 
change relations between London and New York and 
will now briefly review the other exchanges. Roughly 
speaking, sterling exchange has been at a premium in 
all belligerent countries, and at a discount in all neu- 
tral countries. The positions at the beginning of the 
war have been reversed in most instances and Great 
Britain, formerly the general creditor nation, has be- 
come a debtor to Switzerland, Spain, Holland, Scan- 
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dinavia and the United States, this being due in great 
mearare to a decrease in her exports and foreign in- 
vestments and an increase in her imports, principally 
of provisions and war supplies from these neutral 
countries. On the other hand. Great Britain has 
greatly increased her exports to her Allies while their 
exports to England have decreased materially, conse- 
quently sterling exchange is at a premium in France, 
Italy, Russia, etc« 

A study of the following table shows the value of 
the pound sterling in different countries from July, 
1914, to January, 1917* A comparison of these rates 
with the par value of the £ in the first column will 
show when the London exchange was at a discount or 
premium. 

When war became imminent, France proceeded to 
realize on her securities and call in her foreign bal- 
ances; as a result funds in London and New York 
were rapidly exhausted and debtors in London who 
were under obligation to remit to Paris sent gold un- 
til the French moratorium was declared. There were 
practically no quotations until the middle of August, 
by which time the rate had risen to Fes. 24.50, falling 
again in September to Fes. 25.70 and rising to Fes. 
26.04 in December, 1914. In the spring of 1915, the 
effects of the heavy financing of the British govern- 
ment for French account commenced to be felt, and by 
June, the quotation had fallen to over Fes. 26, stand- 
ing in January, 1916, at Fes. 29.85, and on January 
4, 1917, at Fes. 29.81 ; this, notwithstanding the heavy 
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expenditures on the British and Canadian troops en- 
trenched in France and Flanders. 

7. Dutch exchange. — ^Xo specific particulars re- 
garding the exchange or financial operations of neu- 
tral countries with the belligerents are obtainable, 
nor will they be until after the war for obvious rea- 
sons. It is, therefore, idle to attempt to explain the 
position of the foreign exchanges except in general 
terms, as the several rates do not by any means repre- 
sent either the financial positions of the coimtries in 
question or their true relation to each other. Take, 
for instance, the case of Holland, which appears for 
the time to have taken London's place as the interna- 
tional clearing house. According to the Economist, 
the Amsterdam exchanges stood as follows in No- 
vember, 1915: 

Premium on 
Rate Par Dutch Currency- 
Berlin 48.091/2 59.26 19 

Vienna 34.06% 50.41 S2% 

Copenhagen 63.65 66.67 . A,% 

London 11.29 19.11 7*4 

New York 939.65 948.8 3% 

It will be noticed that even the dollar was at a dis- 
count; Dutch currency has apparently become the 
standard of value for these centers, and the exchange 
markets of Holland and Scandinavia have become ot 
importance as international clearing houses, for the 
time being taking the position generally occupied by 
London. 

The par rate between Amsterdam and London is 
Fl. 12.107 to the pound sterling, and the rate obtain- 
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ing just before the war was a little in favor of Lon- 
don, Fl. 12.14. During the first week of August, the 
quotations were most irregular, ranging as they did 
from Fl. 11.90 to Fl. 12.60, but after the steadying of 
the exchanges by the remedial measures above re- 
ferred to, the rate on London was fairly well main- 
tained around normal, until 1915, when payments for 
freight and large purchases by the British government 
of sugar and other supplies, together with the sale of 
securities in New York and London, presumably for 
German account, combined to lower the rate of the 
pound to Fl. 10.85, the quotation on the 15th of Janu- 
ary, 1916. On the 4th of January, 1917, the rate 
stood at Fl. 11.69. 

8. Exchange in other countries. — Since the begin- 
ning of the war, the Italian exchange has been favor- 
able to London and during the simmier and fall of 
1915 stood at about lire 26. The rate rose a little 
in December but dropped again on the prospect of 
Italy's participation in the war and stood at about lire 
28 until June, 1915, from which time it has been grad- 
ually falling, and on the 15th of January, 1916, 
reached lire 82.35. On the 4th of January, 1917, the 
rate was lire 32.78. 

The Russian rate of exchange before the war stood 
at about 94 roubles per £10. Since then the rate has 
gone steadily against Russia, reaching as low as 168 
roubles per £10. This is due to the almost complete 
blockade of Russian exports, both from the Black Sea 
and the Baltic, and to a large increase in the value of 
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imports, tho a certain amount of this depreciation is 
due to the expansion of the paper currency. The rate 
on the 4th of January, 1917, was 163 roubles per £10. 

Spain was favorably affected by the war as far as 
exchange conditions were concerned. Sterling ex- 
change is almost invariably at a premium in Spain. 
Just before the war it stood at 26.10 pesetas per pound 
sterling (par 25.22) and during the first part of Aug- 
ust fluctuated between pesetas 23.85 and pesetas 26.60 
per pound, the higher quotation being of course in 
favor of Great Britain. Heavy purchases by France 
and England of war munitions and provisions turned 
the exchange in favor of Spain, where it has remained 
ever since, and England has even found it necessary 
to ship gold to Spain from time to time in order to 
keep the rate adjusted. The rate on the 4th of Janu- 
ary, 1917, was 22,30 pesetas per <£. 

The position of the Scandinavian nations — ^Norway, 
Denmark and Sweden — ^was very similar to that of 
Holland, being adjacent to both Great Britain and 
Germany. Under normal conditions the Scandina- 
vian nations q,re generally indebted to Great Britain 
and at times lean heavily on London for financial as- 
sistance. At the beginning of the war exchange was 
in favor of London, standing at K. 18.25 as against 
the par of K. 18.16, and remained favorable well into 
1915, when it fell as low as K. 16.60. The fall was 
due to a number of causes. England's exports to 
these countries had practically ceased while her im- 
ports from them had increased. Russian purchases 
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in these countries were paid by draft on London and 
large amounts were also due from Great Britain for 
freight and the like. 

9. New. York. — Owing to abnormal conditions in- 
duced by the war New York has gradually been forced 
to assume the position in international finance and ex- 
change heretofore almost exclusively occupied by Lon- 
don, and a wide demand for dollar exchange and dol- 
lar credits has developed. The relations between 
London and New York have been dealt with in a pre- 
ceding section and it is necessary only to dwell briefly 
on some of the other exchanges. On the chart op- 
posite page 259 will be found the New York rate of 
exchange with the different countries since 1914 and 
these should be compared with the more recent rates 
given below. 

The closing prices on the 18th of January, 1917, 
for the principal exchanges quoted on the New York 
market were as follows : 



Great Britain sovereign 

France franc 

Germany mark 

Italy lire 

Russia roubles 

Austria kronen 

Brazil milreis 

Holland guilders 

Switzerland francs 

Greece drachma 

Argentina pesos 

Sweden kroner 

Spain pesetas 





Rate 






Jan. 13, 




Par 


1917 


Discount 


4.8665 


4.7580 


2.2% 


5.1896 


5.84% 


12.7% 


95.28 


69.25 


27.3% 


5.1896 


6.9314 


33.8% 


51.45 


29.30 


43.1% 


20.26 


11.36 


44.2% 


32.46 


23.75 


26.8% 
Premium 


40.19 


40.81^ 


1.5% 


5.1826 


5.03 


3.0% 


19.295 


20.00 


3.6% 


42.44 


44.621/2 


5.1% 


26.79 


29.40 


9.7% 


19.20 


21.20 


10.4% 
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It will be noted that exchange with all belligerent 
nations is at a discount, and at a premium with all 
neutral nations with the exception of Brazil or, con- 
versely, the dollar is at a premium in all belligerent 
countries and at a discount in all neutral countries. 

The exchange between Xew York and Paris calls 
for very little comment. At the beginning of the war 
New York was largely indebted to Paris for stock 
purchases and, as with London, cable remittances be- 
tween New York and Paris rose to unprecedented 
heights, resulting in the complete breakdown of the ex- 
changes. As will be seen by the chart, French ex- 
change has acted thruout in sympathy with ster- 
ling, maintaining a slightly higher level until Febru- 
ary after which, tho still following the line of the ster- 
ling curve, it reached much lower levels of deprecia- 
tion, touching fourteen per cent discount in August, 
1915, or more than double that of sterling. 

The extreme sympathy of the French and English 
exchanges is due to the fact that Great Britain has in 
a great measure borne the financial responsibility of 
the American exports to France, the adjusting pay- 
ments being made between Paris and London. 

The discount on foreign money or premium on the 
dollar means that exchange on New York is difficult 
to get, as there is not enough to supply -the needs of 
the foreign centers and consequently the cost of 
American goods to the foreign purchaser is cor- 
respondingly increased. Normally the situation en- 
courages exportation from the country in question to 
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the United States and discourages importation from 
the United States. This is for the natural corrective 
for adverse balances. Take for instance Great Brit- 
ain; under war conditions her ability to export is 
greatly reduced, but her need to import is vastly in- 
creased. Continued settlements by gold shipments 
from Great Britain are impracticable, and from the 
United States' point of view, undesirable. Under 
these conditions the United States therefore had either 
to extend credit or stop exporting. The Anglo- 
French loan was the first large loan and similar loans 
in addition to gold shipments will be found necessary 
from time to time in order to maintain the rate. 

Much prominence has been given in the financial 
press to the appreciation of the American dollar as 
compared with other exchanges, particularly with 
those of belligerent nations, but little or no comment 
has been made regarding the depreciation of the dollar 
itself in Holland, Spain, Sweden, Denmark and other 
neutral nations. As a matter of fact the dollar 
reached a lower discount in Holland than that yet at- 
tained at any time by the pound sterling; namely, nine 
per cent. In the above quotations the dollar in both 
Sweden and Spain exceeds even this rate. 

Holland, like Scandinavia and Switzerland, borders 
on the belligerent coimtries and carries on business 
with both. It is not only a great maritime power, but 
also a free trade country. What few duties she has, 
are of a fiscal rather than of a protectionist nature. 
Like Great Britain, these two features make her ports 
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vast clearing houses for cargoes from all over the 
world, especially for goods from the East Indies, such 
as sugar, spices, coflFee and tobacco. In addition 
many of Germany's direct imports are routed thru 
the wonderful Dutch canal system. During the first 
part of the war Holland unquestionably exported a 
vast quantity of both home and foreign goods into 
Germany, especially from the United States. Her 
imports from that country for the year ending June, 
1915, showed an increase in value of over $18,000,000 
over the corresponding period of last year. The Brit- 
ish blockade in this connection, however, was so thoro 
that Holland found her own requirements jeopard- 
ized, and the Netherlands Overseas Trust was incor- 
porated. The guarantee of this company as to the 
destination of any cargo wais accepted by the British 
Government. Holland., however, continued to export 
large quantities of her own products into Gtermany 
and apparently received payment in American securi- 
ties, judging from the large number of these securities 
disposed of by Dutch interests in New York, thus 
creating a large balance in favor of Holland. These 
were supplemented of course by gold shipments from 
Germany, the latter being reflected by the large in- 
crease in gold holdings of the Netherlands banks. 
Notwithstanding these correctives the German mark 
in Holland continued for some time at a discount of 
about thirty two per cent. 

10. Canada. — ^As New York is the exchange center 
of this continent, foreign exchange conditions in Can- 
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ada since the beginning of the war have been a reflec- 
tion of those experienced in the United States. The 
quotations for sterling, francs, etc., differ from those 
in New York only by the discount or premium ob- 
taining on New York funds in Canada. Only a brief 
reference to the latter, therefore, is necessary. 

Under normal conditions, gold can be transferred 
between New York and Montreal for about 70c per 
$1,000 or %4 of 1 per cent on either side of par, but 
since the war, gold shipments have practically been 
discontinued and the quotations, without this steady- 
ing influence, have ranged from 1% per cent discount 
to 1 per cent premiima. 

Canadian funds in New York were therefore at a 
premiima during the first few months of the war, but, 
in sympathy with sterling, fell to par in November 
and to a discount in December, and remained at a dis- 
coimt imtil August, 1915, when the proceeds of the 
United States loan to Canada of $45,000,000 became 
available. In conjunction with a number of loans 
made by New York to Canadian municipalities and 
others, this loan was sufiicient to maintain the rate at 
about par for the remainder of the year. Since then, 
however, Canadian funds have been more or less at a 
discoimt in New York, or conversely, New York f imds 
have been at a premium in Canada, tho towards the 
end of 1917 they fluctuated for several months aroimd 
par. The course of exchange between the United 
States and Canada and the financial relations obtain- 
ing between the two coimtries have been so fully dealt 
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with in the press that it is unnecessary to enlarge 
further upon the situation. 

11* Germany. — Grerman exdiange from the com- 
mencement of the war has been a very complex sub- 
ject, and is apparently a study in economics rather 
than of exchange, especially so far as New York is 
concerned* 

Practically no mark quotations were available for 
the first six weeks of the war or until about the middle 
of September, and from that time on a steady fall in 
the value of the mark set in. A few temporary im- 
provements occurred, but these were immediately fol- 
lowed by still further depreciation. 

As Germany and her Allies have been practically 
cut off from any direct trade with the United States 
it is plain that the excessive depreciation of the mark 
is not due to the reasons responsible for the fall in the 
value of the pound sterling and franc, namely: ab- 
normal imports of munitions and produce. 

As a matter of fact the German mark is now uni- 
versally at a discount but this is not the case with the 
franc or pound sterling. In January, 1916, the mark 
was quoted in Amsterdam as low as 42 florins per 100 
marks against a normal quotation of 59 florins ; a dis- 
count against Berlin of nearly 29 per cent. 

The cause of this universal depreciation in value of 
the mark can not be found in exchange conditions. 
By some it is ascribed to the decline in Germany's 
credit due to the lack of confidence, even among neu- 
tral and friendly nations, as to her future financial 
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stability. At the beginning of December, 1916» the 
mark was quoted in Amsterdam at 82% per cent dis- 
count, in Switzerland at 31^ per cent, in Denmark 
at 80% per cent, and in New York at 29^ per cent 
discount. 

12. The Scandinavian Union. — The Scandinavian 
Union is a monetary and commercial union of the 
three kingdoms of Denmark, Norway and Sweden. 
A glance at the map of Europe will show the unique 
position of these countries as regards Great Britain 
and Germany. They form as it were a little nest of 
neutral nations within easy distance by water of both. 
Notwithstanding their favorable position in regard 
to trade with the belligerent nations, the Union was 
seriously affected by the declaration of war and had to 
face abnormal conditions from the outside. These 
were due principally to the difficulty of obtaining ster- 
ling exchange to meet obligations for imports and 
other indebtedness maturing in England, and even the 
great increase in their exports failed to correct the 
exchange. Sweden declared a morotorium on Aug- 
ust 7, 1914, Denmark on 21, and Norway on August 
25. Notification was also given by the latter that 
the Bank of Norway would not redeem notes in 
gold. The monetary system in the three countries 
has as its unit the krone at a par value of 26.797 cents 
or Is. l^d. Both London and Copenhagen quote on 
a basis of kroner per pound sterling (par K 18.16 per 
pound) . Any increase in the rate would be in favor 
of England as she would receive more kroner per 
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pound. This would, therefore, operate against the 
Upion. In Copenhagen, just before. the war, the quo- 
tation stood at K. 18.30, rising on August 1 to K. 
18.50 and subsequently reaching as high as K. 19.70. 
In Norway and Sweden the rates run practically con- 
currently with Denmark. In view of the difficulty 
of remitting to London under these circumstances, 
even for indebtedness incurred since the war com- 
menced, various expedients were adopted by some of 
the banks. The most general method was to credit 
the proceeds of the collection to a kroner account in 
the name of the foreign bank, leaving to the latter 
the problem of realizing the amount in home funds. 

British trade with these countries fell oif to a great 
extent, due to the exchange situation as well as to the 
more attractive ^ prices which Germany was forced to 
offer. There is no doubt that the risk of transpor- 
tation owing to mines and submarines also acted as a 
deterrent. 

As regards the trade relations of these countries 
with Germany direct information is naturally not 
available. It is well known, however, that Germany 
has imported not only vast quantities of the products 
of the Union, but also immense quantities of cotton, 
wheat, etc., originating in other countries, particularly 
the United States. The latter conclusion can be 
formed by reference to the export reports of the 

1 The Copenhagen correspondent of the Economist points out that the 
effect on that market of a premium of 5 per cent on the pound sterling 
and a discount of 7 per cent on the mark as compared with the Danish 
currency was to turn Danish trade frbm England to Germany. 
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United States. Norway, for instance, for the year 
ending June, 1915, imported from the United States, 
goods to the value of $39,075,000, as against only $9,- 
700,000 the previous year. Sweden, for the same 
period, shows $78,274,000 as against only $14,644,000 
in 1914. These amounts are out of all proportion to 
the home consumption. 

German exchange, as elsewhere, was at a heavy 
discount and Germany endeavored to correct it with 
gold shipments from time to time, but the effect 
was only temporary and she was finally forced to pay 
for her Scandinavian purchases in gold. An inter- 
esting side-light on these gold payments was the re- 
appearance in London of a large number of the sover- 
eigns known to have formed part of the German war 
chest at Spandau and which were allocated for that 
purpose out of the French war indemnity of 1872. 
These sovereigns were not only identified by their 
date and design (Victoria efiigy "shield reversed'') 
but some of the coins were received in London from 
Scandinavia in the identical labeled bags in which 
they had been despatched from the Bank of England 
to Germany for French accoimt forty-three years ago. 

REVIEW 

What has been the effect of war on international exchange? 

What is a moratorium and why has it been applied by most 
countries ? 

What tendency toward fluctuation do exchanges show under 
normal conditions and what changes has the European war made 
in them? 
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DifCDM tbe ezdiange leUtioiis bei w cfcu LxmBtm and New Torik 
BB a reaiilt of the war and describe tiie conectiTe measuiea whidi 
were introdiioed? 

What effect has the war had on commercial exdiange in neo- 
tral and in belligeroit coontries? 

Discoss foreign exchange conditions in Canada since tiie b^pin- 
ning of tbe war. 
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224-25; Value of foreign coins, 
281-86; Moneys in use, 287- 
91 

Commercial Letters of Credit, 

Form of, 105, 106-07; Bank is- 
suance, 107; Importance, 108; 
Method illustrated, 118; Advan- 
tage to importer, 137; Foreign ex- 
change and imports, 137—43; 
Granting acceptances, 138—39 
Commercial Long Bills, 

On foreign debtors, 97, 100-01; 
Payment bills, 100; Acceptance 
bills, 101; Commercial bills of 
exchange, 128-29 

See also Long Exchange 
Conversion, 

When necessary, 55-56; Rule for 
fixed exchange, 56; Dollars into 
foreign currency, 56; Foreign 
currency into dollars, 57; Rule 
for movable exchange, 57; Dol- 
lars into francs, 57; Francs into 
dollars, 57; Exchange tables, 59; 
Demand sterling sold, 110; 
Sterling exchange, 195-97 ; Francs 
into dollars, 206, 207; Frac- 
tional quotation, 206-07; German 
rules, 217-18; Dutch exchange, 
228 
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Oonntry Oliecks, 

Collection methods, 18-19; Branch 
banks needed, 19; Federal Re- 
serve system, 19—31 

Coarse of Exchange, 

London quotations, 191, 194; Royal 
Exchange methods, 193; When 
two rates are quoted, 195 

Crossed Check, Banking practice for, 
111 

Currency Shipments, 

Denver to New York, 7-11 ; Main- 
taining balances, 8—9, 17; Bases 
of cost, 9; Gold shipments, 9—10, 
16; Sub-treasury settlements, 12; 
Supply and demand, 14-15; Gold 
settlements and Federal Reserve 
banks, 30-31; Expense of, 34- 
35 



Demand and Supply, 

Shipping currency, 7—8, 10—11; Ex- 
change adjustments, 13-15; Af- 
fects rates, 16 

Documentary Bills, Protection of 
buyer, 101, 102-06 

Dollar Acceptances, 

National Bank Act prohibits, 131— 
32; Jacobs on, 132-33; Federal 
Reserve Act provides for, 133- 
34 

Dollar Credits, 

Financing exports, 130-31; Imports, 
138 

Domestic Exchange, 

Definition of, 1; Illustration, 1—2; 
Banks in U. S., 2; Check on 
debtor's bank, 2-3; Collecting out 
of town checks, 3 ; Correspond- 
ents, 3-4; New York the finan- 
cial center, 4; N. Y. exchange in 
Denver, 4—8; ''Business man's 
money," 5; N. Y. exchange il- 
lustrated, 6-7; Currency ship- 
ments, 7-15; Rates, basis of 
charges, 9-12, 16; Cost of ship- 
ping gold, 9-12; Quoted rates, 
11; Methods of increasing de- 
posits, 11; Settlements thru sub- 
treasuries, 12; Demand and sup- 
ply, 13-16; When interest rates 
rise, 14-15; Commodity view- 
point of, 15-17; Determining 
rates, 16 
See also Federal Reserve Bank 
clearings. 

Draft Issues, 

Practice for, 62-67; Demand drafts, 
62, 90-93; Sterling drafts, 64; 
Letter of advice, 64-66; Sped- 



Draft Issues— continued 

men forms and signatures, 66; 
Determining cost, 66-67; Sundry 
practice for, 114; History of, in 
London, 140; Finance bills, 144— 
60; Germany,* 215-16 

Dutch Exchange, 

Florin the monetary unit, 222; Con- 
version, 223-24; Long bills, 223; 
Fractional rates, 224; Effect of 
war on, 268-69, 274 



Escher, Franklin, 

Defines finance bills, 144; On Deal- 
ing in futures, 152-54 
Exchange Quotations, 

Sterling exchange universal, 225— 
26; United States supplying cap- 
ital, 226; War affects,. 258-79 
See also Quotations 



Federal Reserve Act, 

Provides for bank acceptances, 133— 
34; Imports, and dollar credits, 
138; International Banking Cor- 
poration, 244 

Federal Reserve Bank Clearings, 

Country checks, 18-24; Branch 
banks needed, 19; Federal Re- 
serve system, 19-20; Act of 1913, 
20-21; Checks for collection, 21- 
22; Chicago bank schedule, 22; 
Member banks maintain balances, 
22—23; Indorsement and presenta- 
tion, 23-24; Presentation of 
check thru mail, 23-24; Collec- 
tion charges, 24-27; N. Y. Clear- 
ing House rates, 25-26; New 
ruling of Clearing House Asso- 
ciation, 26; Collection illustrated, 
26-27; Summary of advantages, 
28; Objections to new plan, 28— 
29; Success of system, 29-30; 
Gold Settlement Fund, 30-31 

Finance Bills, 

Definitions of, various, 144—45; 
When exchange rates decline, 
145-48; Use of illustrated, 146- 
49; Loaning. 148-49; London ac- 
count, 149; Other uses, 150; Re- 
lation to forward exchange, 151— 
54; Escher on futures, 152—54 

Fixed Exchange, 

Meaning of 54; Basis of, 65; Con- 
version for, 56; Arithmetic in- 
volved, 58; Sterling exchange, 
192, 198 

Foreign Exchange and Exports, 

Definition of, 32; International bal- 
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Foreign Ezcliaiige— continued 

ances, 32-33; Origin of foreign 
indebtedness, 33; Principal op- 
erations, 33 ; Inland exchange sim- 
ilar to, 33-34; Gold shipment 
costs, 34-35; Essential points to 
study, 35-36 ; Mint par, how com- 
puted, 36-38; Par of exchange, 
88-39; Import and export gold 
points, 39-41; War fluctuations, 
41-42; Clearing house transac- 
tions, 42-43; Buying and selling, 
48-44; Sterling exchange in New 
York, 44; Bills of exchange, 46; 
Sterling exchange rates, 47; Quo- 
tations, 52-54; Conversions, nles 
for, 55—58; Exports and imports 
interdependent, 120-22; Visible 
and invisible exports, 120—26; 
Origin and supply, 122-23; U. S. 
in account with the world, 124— 
27; Export and import, 125-26; 
Quotations by Marks, 127-28; 
Commercial bills of exchange, 
128-29; Dollar credit financing, 
130-31; Acceptances, and the 
banks, 131-33; Federal Reserve 
Act affects, 133-34; Letters of 
credit. 184-36 

roreign Exchange and Imports, 

Commercial letters of credit, 137- 
39; British acceptance illustrated, 
138-39; London credits, 140-43; 
Lloyd George on British accep- 
tances, 142-43 

Foreign Money Orders, 

Method of remittance, 82; Speci- 
men of sterling order, 84; Pay- 
ments, 85—86; Redemption, 86 

Foreign Bemittances, 

Travel, and immigrants' remit- 
tances home, 61-62, 86; Draft is- 
sues, advices for, 62-66; Draft 
costs estimated, 66-67; Travelers' 
checks, 67-74; Letters of credit, 
74-82; Circular notes, 82, 83; 
Money orders, 82, 84-86; Mail 
remittances, 86—88 

Forward Ezcliange, 

Relation to finance bills, 151; Bank 
methods to protect, 151; Escher 
on trading in futures, 152—54 

French Exchange, 

Example of, 112-13; Paris mar- 
ket, 201; Latin Union, 201-02; 
Monetary system, 202-08; Stamp 
duty, 203-04; Rules for deter- 
mining rate of interest, 204; 
Paris quotations, 204—05; Conver- 
sion in New York, 205-06; Frac- 
tions and the dollar amount, 206-* 



French Exchange — continued 

07; Franc exchange table, 206- 
07; Profits, method and buying 
rules, 207-09; Purchasing long 
bills, 209-11; Interest table aids 
calculation, 209-11; Free gold 
market, 248 

Fntnres, See Forward Exchange 



Ctoorge, . Lloyd, 

British credits and the war, 142- 
43; Britain's responsibility cited, 
239-40 

Oerman Exchange, 
i ll u s tration of, 113-14; Berlin mar- 
ket. 212; Kinds of money, 212- 
18; Stamp duty circumvented, 
213-14; Giro eonto system, 214; 
Calculating interest, 214—16; 
Commercial usages, 215; Quota- 
tions, 216—17; American quota- 
tions, 216; Converting marks into 
dollars, 217; Converting dollars 
into marks, 218; Profits, 219; 
Purchasing long bills. 220; In- 
terest table, 220-21; Gold market^ 
248; War's effect on, 276, 278. 
279; Imports, 278; Gold to Eng- 
land for repayment, 279 

Oold Exchange Basis, International 
standard, 222 

Gold Exchange Standard, 

Local currency for, 227; Sale of 
bills, 228 

Oold Points, 

Exchange rates for gold, 39-40; 
Import and export points, 39- 
40; Range between centers, 41 

Ctold Settlement Fnnd, Federal Re- 
serve plan, 30-31 

Oold Shipments, 

Charges from New York, 9—10; 
Rate fluctuation, 16-17; Federal 
Reserve settlements, 80—81; Ex- 
pense of, 34-35; Gold points, 39- 
40; Significance of, between New 
York to London, 40-41; Differ- 
ence between gold point and de- 
. mand rate, 90; Arbitrage transac- 
tions, 164—65; Banking practice, 
174; London and New York 
prices, 175-76; From New York, 
176-77; New York to Ottawa, 
177-79; From Ottawa, returns on, 
180-81; Imports from London 
since the war, 181-84; Export 
and import rates, 183-84; Great 
Britain, 248-49; From New York, 
263 J Thru Ottawa, 263-64; Anglo- 
French loan, 264-273; London 
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Gold SMpmonta — continued 

and New York, 265; Gold pay- 
ments by Germany, 279 



Indebtedness, Cause of, between coun- 
tries, 33 
India, Exchange system in, 228 
Inland Exchange, 

Similarity to foreign, 33-34; Uni- 
formity of charges, 35; Currency 
settlement for, 48 
See also Domestic Exchange 
Invisible Trade, 

Foreign exchange methods, 120, 
121-26; Net balance statement, 
124-26; Exports and imports, 
126-126 
Interest, See Rates of Interest 



Jacobs, L. M., on Bank acceptances, 

132-33 
Johnson, Joseph French, 

Statement of U. S. in account with 

world, 124-27; Describes gold 

shipment, 176-77 



Latin Union, 

French monetary system, 201-02; 
Coinage, 202 

Letter of Hypothecation, Documen- 
tary certificate, 112 

Letters of Credit^ 

Issuance, 74; Domestic, 74, 77, 78; 
Foreign, 74, 79, 80; Payment to 
holder, 81; Advised and circular, 
81-82; Commercial, 106-08, 137; 
Issue illustrated, 116; Payment 
on, 116-17; Example of export 
letters of credit, 134-36; Im* 
- ports, 137 et seq. 
See also Commercial Letters of 
Credit 

London and New York as Financial 
Centers, 
Relative supremacy, 238; Reasons 
for London's position, 239; Lloyd 
George's statement, 239-40; Lon- 
don's economic advantages, 240— 
41; Mail and cable service, 241- 
42; Time advantages, 242; In- 
vestment operations, 243; Seek- 
ing fortunes abroad, 244; Finan- 
cial center of British empire, 
245; London's credit, 246; Eco- 
nomic factors in London's posi- 
tion, 247; Free gold market, 247- 
49; Liquid discounting, 249; 
Foreign bank policy, 249-50; In- 



London and New York — continued 

vestments adjust balances, 250; 
Tariff policies, 251; Mercantile 
navy, 251-52; British foreign 
trade, 252-53; New York's fi- 
nancial power, 254; Future re^ 
sponsibilities, 255—56 

Long Exchange, 

Bankers' long bills, 96, 101; Com- 
mercial long bills, 97, 100; Docu- 
mentary bills, 97, 102-06; Clean 
bills of exchange. 97, 101; Fi- 
nance bills, 144-50; Long bills, 
interest rate for, 166—67; Ster- 
ling rates, 195; French long bills, 
209-10; German interest table, 
220; Dutch long bills, 223 



Mall Remittances, Transactions for, 
86-88 

Margraff, A. W., 

Summary of cable rates, by, 95—96; 
On Bills of exchange, 102-03; 
Bank of England rate stated, 
171-73 

Market Rate, Discounting methods, 
168-69 

Mint Par, 

Monetary unit values, 36-37; How 
computed, 37; Between two coun- 
tries, 38; Ratio of exchange, 38— 
39; Function in exchange rates, 
49; How determined, 224-25; 
Metallic currency values, 281—92 

Monetary System, 

Sovereign the unit, 180*; Quotations 
for silver, 186; Deterioration. 
187; French exchange, 202-03; 
Germany, 212-13 ; Netherlands. 
222; Mint par calculation, 224- 
25; Philippines, 228; India, 228; 
Argentina, 229; Brazil, 230-32; 
China, 233-34; Great Britain. 
247-49; Value of foreign coins. 
281-86; Equivalents and money 
values, 287-91; Symbols, 292 

Money, 

Value of foreign coins, 281-86; 
Moneys and equivalents, 287—91; 
Symbols, 292 

M^atoriom, 
/British credits and the war, 142; 
Definition of, 259; Countries de- 

( daring, 260-61; Germany's atti- 

\ tude, 261 

ikp^ble Exchange, 

When implied, 54; Basis of, 55; 
Conversion for, 57 ; Arithmetic in- 
volved, 58; Sterling exchange 
rates, 192, 193 
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New York a Financial Center, 

Position after the war, 238, 255; 
Present dominance, 254; Future 
responsibility, 255 ; Exchange 
with London, 262-65, 271; Ca- 
nadian exchange, 274--75; U. S. 
loan to Canada, 275 
New York Olearbig House Aeeoclatlon, 
Bank rate ruling, 25-26; Charges 
illustrated, 26-27 
New York Exchange in Denver, 
Demand and supply, 4-7; Illustra- 
tion, 6-7; Currency shipments, 
7-9; Shipment costs, 10 



Paper Onrrencies, 

Value, and depreciation, 234; In- 
teresting problems, 235; Coun- 
tries on inconvertible paper basis, 
235-36; Chile, 236 

Paper Money, 

Bank of England notes, 187, 188; 
Gold reserve in U. 8., 187 

Parity, 

Quotations for, and arbitrage, 157- 
58; Stock prices, 158; Commodi- 
ties, 159; Chain rule calculation, 
159 

Philippines, Exchange practices of, 
228 



Quotations, 

Newspaper announcements, 52; Ex- 
change quoted in N. Y. market, 
53 ; Range of units, 63—54 ; Davis 
and Brooks on, 54; Fixed and 
movable exchange, 54—55; Ex- 
change tables, 59, 127, l9t; 
Parity tables, 157, 158; Foreign 
exchange in London, forms of, 
191, 192; Course of exchange, 
194; American, 195; French ex- 
change, 204-05; Francs con- 
verted, 206, 207; Fractional, 206- 
07; German, 216; American, 216- 
17; Holland, 222-23. 

See also Exchange Quotations 



Bates of Exchange, 

Currency shipments, 9—10; When 
demand exceeds supply, 10-11; 
Quoted rates, 11; How deter- 
mined, 16; Federal reserve col- 
lections, 24; New York Clearing 
House, 25-26; Definition of, 88; 
Mint par, pivotal point of, 36— 
38; Gold points, 39-40; Gold re- 
demption for bills of exchange, 



Bates of Exchange — continued 

46-47; Sterling exchange cost, 
47-48; What is meant by, 48; 
Transfer mediums, 49; Coinage 
ratio, 50; Fluctuations, 50-52; 
Rates correspond, 51-52; News- 
paper quotations, 52; Exchange 
table, 53; Range of quotations, 
53-54; Table shows profit. 54; 
Fixed and movable, conversions 
for, 54-58; Arithmetic elemen- 
tary, 58; Compiling tables, 59- 
60; Gold shipments, 174-83; Lon- 
don quotations, 191-93; Mov- 
able, 192, 193; Fixed exchange, 
192, 193; War affects, 258-59; 
London and New York, 262-65; 
France, 266; Dutch, 268-69; 
Italy 269; Russia, 269-70; 
Spain, 270; Scandinavia, 270; 
New York, 271-72 ; Canada, 275 ; 
Germany, 276-77, 279 

Bates of Interest, 

Exchange fluctuations, 166; Com- 
puting long bills, 166-67; Bank 
rate, 167-68; Market rate, 168- 
69; Retirement rate, 169; Bank 
of England rate, 169-73; Mar- 
graff on discount rate fluctuation, 
171-73; French long bills, 209- 
10; Germany, 214-16; German 
table of, 220; Dutch exchange, 
223-24; Gold shipments, 265- 
72 

Betirement Bate, Discounting bills. 
169 



Scandinavian Union, 

Monetary system, 277; Trade re- 
lations, 278-79; Germany's trade 
with, 278-79 

Sight Drafts, 

Demand exchange, 90—94; Speci- 
men demand drafts, 91, 93; Bank 
transactions, 92, 94; German 
practice for, 215 

SHver Standard, 

Exponents of, decreasing, 232; 
China's monetary system, 233- 
34; Relative value of coins, 281- 
91 

Sterling Exchange, 

New York demand, 44; Cost of. 
47-48; Demand sterling, ex- 
ample of selling, 110-11; Ster- 
ling purchased, 111-12; War 
causes demand for, 142; London 
market, 185-86; Monetary sys- 
tem, 186-87; Paper money, 187- 
88; Gold coinage, 188-90; 
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Sterling Excbang*— continued 

Stamp tax and interest, 190; Lon- 
don quotations, how published, 
191-93; Rates of exchange, table 
for, 191-98; •'Course of Ex- 
change,'* table of rates, 19S-95; 
American quotations, 195; Cal- 
culating conversions, 195—97; 
Figuring profit, 197-98; Special 
date purchases, table for, 198; 
Rate calculation, examples of, 
199-200; Adjustments thru, 226; 
Gold standard, 227-28; Philip- 
pines, 228; -India, 228; Argentina, 
229; Great Britain. 247-53 

Sub-Treasnry Settlements, Currency 
shipment facilitated, 12 



Travelen' Checks, 

Convenience of, 67; Specimens, 68, 
69; Terms of compliance, 70; 
Payment methods, 70-71; Re- 
demption, 71-72; Letter of in- 
dication, 72-73; Loss risks, 73- 
74; Negotiability. 74; Method il- 
lustrated, 115-16, 117 



United States in Account witb the 
World, 
Foreign exchange statement, 124— 
26; Exports and imports, 125— 
27; Quotations, 127 



Visible Trade, 

Exports, 120, 125, 126; Disparity , 



Visible Trade — continued 
between imports and 
121, 125 



exports. 



War and the Exchanges, 

London credits, and imports, 141- 
43; Gold imports, and Bank of 
England, 181-83; Capital sup- 
plied by United States, 226-27; 
International exchange, how af- 
fected, 238, 257-59; Course of 
events, 258—59; Business para- 
lyzed, 259; Moratoria, countries 
declaring, 259-61 ; Exchange 
groups, 262; London and New 
York operations, 262; Gold ship- 
ments from New York, 263; Pay- 
ments thru Ottawa, 263-64; 
Anglo-French loan, 264; New 
York loans to Great Britain, 265; 
Sterling exchange at premium, 
265-66; French securities, 266; 
Table of pound sterling values, 
267; Dutch exchange, 268-69; 
R^tes in Italy, 269; Russian rate, 
269—70; Sterling exchange in 
Spain, 270; Scandinavian ex- 
change, 270; New York's rate 
with different nations, 271; New 
York and Paris, 272; Export and 
import needs, 272-74; American 
dollar, appreciation of, 273; Hol- 
land's maritime trade, 273-74; 
Canada's foreign exchange, 274— 
75; Germany's credit decline, 
276—77 ; Scandinavian Union, 
277-79; German trade with Scan- 
dinavia, 278-79 
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